

















How the Y. M.C. A. 
Invested Fifty Millions 


HE Y. M. C. A. needs money—one hundred million dollars at least 
—to carry on its war work. Last year the American people con- 
tributed nearly $50,000,000 to the cause. How was it used? 


Read this statement. No fifty millions ever spent has brought so much com. 
fort and happiness to the boys who have left all they hold most dear and gone 


across to fight our fight. 


This money has provided a home for two 
million boys over there and for another million 
on this side. 

It has built and equipped 538 huts in Amer- 
ican cantonments, 550 in France and the build- 
ing is going on at the rate of too a month. 

Tt has rented great summer hotels at French 
resorts for the use of the boys on furlough. 

It has provided canteens or stores both here 
and rypieng where the comforts of life are 
sold at cost. 

It has printed and distributed 2,500,000 Tes- 
taments, 350,000 song books and 5,000,000 
pamphlets. 
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Accounting for Cantonment Construction* 
By WittraAm H. WEst. 


In the early days of the war, before the advent of high in- 
come taxes, when we were all enthusiastic and ready to prove 
our patriotism, many of us, on receiving the now historic inquiry 
of our president, W. Sanders Davies, as to what we would do to 
help, volunteered our services for war work on any basis the 
government should decide to adopt when enlisting our aid. 

It was somewhat of a shock to some of us to have a promise, 
so lightly and enthusiastically given, accepted at its face value, 
and when, towards the latter part of May, we received the call 
to report at once at Washington, there was quite a good deal of 
scrambling on the part of the several “draftees” to get their home 
affairs in order before leaving for the “front”. 

We all, those of us who responded, remember with pleasure 
(now that the soreness has worn off) the long days and hot nights 
of that last week in May as we organized, devised plans, out- . 
lined procedure and generally arranged, so it would seem at this 
distance, to run the war. The weighty discussions carried on 
through successive sessions on the “emergency contract” and 
“Panama schedule” threatened for a time to sink the ship En- 
thusiasm, but she was a staunch craft and weathered the gale, 
though her timbers were somewhat strained. 

By the first of June the general plan of procedure had been 
tentatively agreed upon, and the various members of the newly- 
created organization of division auditors set out for their homes 





* A paper read at the annual meeting of the American Institute of Accountants, Sep- 
tember 18, 1918. Published by permission of the construction division, quartermaster’s 
corps, United States army. 
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and each in his own territory proceeded in earnest to enlist the 
codperation of his business associates and clientele, and through 
their codperation and his own personal efforts to organize his 
forces for the work which was presently to be begun. 

In this brief sketch I shall not attempt to outline the scheme 
of accounting adopted. Generally speaking this was outlined in the 
manual prepared at the outset of the work. In practice each auditor 
developed the system more or less according to his particular needs 
and ideas, and later, through an exchange of forms and sug- 
gestions, the present Manual for Field Auditors now used by the 
construction division was evolved, thus standardizing operation 
of the construction work. 

Shortly after our arrival in Washington we were attached to 
the cantonment division of the quartermaster’s corps, a division 
formed for the express purpose of constructing the cantonments 
for the new national army. The officer at the head of the divi- 
sion was Colonel, now Brigadier-General, Isaac W. Littell, and 
his chief assistants were Major Walter A. Dempsey, disbursing 
officer, with whom, from the nature of our duties, we were more 
closely associated, and, in charge of construction operations, Cap- 
tain R. C. Marshall, now a brigadier-general and head of the 
recently organized construction division of the quartermaster’s 
corps. 

When we first reached Washington we found no one who 
could definitely say how many camps there were to be constructed, 
where they were to be situated, and when they were to be begun. 
It was at first reported that there were to be thirty-two canton- 
ments or national army camps; and not until some time later was 
it finally decided to build only sixteen. 

In organizing the original body of twelve men it was con- 
templated that each should supervise the accounting operations 
at either two or three camps, depending naturally upon their ac- 
cessibility of location; and when the government’s decision that 
only sixteen cantonments were to be commenced was announced 
it was felt that even with the reduced number of construction 
operations the supervision of the accounting would still be of 
such magnitude that the size of our committee should be main- 
tained. 

One of the twelve, as arranged, took up his station in Wash- 
ington to act as a medium of communication between those mem- 
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bers operating in the field and the department in Washington. To 
the writer was allotted the Washington sinecure. 

The selection of sites seemingly involved political activities 
of an acute type. One day rumor would have it that a certain 
city had been successful over its near-by rival in securing the 
plum these cantonments were regarded as being. The next day 
official announcement would show that the early guessers had 
guessed wrong. Day followed day, and the month of June had 
passed before all the sites had been officially designated. In the 
meantime some of the more enthusiastic division auditors were 
wiring to know when their assignments were to be given them. 
All too soon the eager ones were satisfied and probably more 
than that upon receiving their assignments, for these jobs, when 
once commenced, progressed with a rush and swing that threat- 
ened to overwhelm the accountants and all others participating 
in the project. 

Be it said, however, to the lasting credit of every man that no 
one failed. Every man rose to the occasion and with hastily 
gathered. but efficiently organized, forces carried through to a 
successful conclusion the accounting portion of a project, which, 
up to that time was probably the largest single construction enter- 
prise, considering the time allowed, ever undertaken by any gov- 
ernment. 

This does not mean that no difficulties were encountered ; that 
no problems had to be solved; that there were no trials or heart- 
burnings—far from it. These, due to the idiosyncrasies of the 
human, were all present, and at times seemed seriously to in- 
volve the success of the work. Many of the difficulties were 
largely the result of enthusiasm, for there was not only enthus- 
iasm in the accounting division, but it was just as prevalent in 
the military, the engineering and the construction forces; so that 
sometimes when an irresistible force encountered an immovable 
body, sparks flew for a time, but nobody was burned. The camps 
were built on time; and the accountants may well be proud of 
their share, so ungrudgingly performed, in this great national ac- 
complishment. 

It has already been said that the final decision of the govern- 
ment was that only sixteen cantonments should be built. When 
these had all been selected and the work but nicely started, it was 
announced that sixteen additional camps were to be constructed 
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for the accommodation of the national guard, and the American 
Institute of Accountants was told that it was expected to fur- 
nish the accounting organizations for this additional work. When 
this information was officially received, construction work had 
already been started at several of the sites, and the institute’s 
committee, in coOperation with the original committee of division 
auditors was much put about to find the additional force to handle 
the increased burden occasioned by this new work. The wires 
were kept hot for several days between Washington and all cor- 
ners of the continent; and many of the division auditors, already 
burdened with their original assignments, willingly agreed to 
accept the added responsibility of the guard camps. The original 
body of division auditors was increased in size so that by this 
time it numbered eighteen. 


Not a little difficulty arose in the newer camps from the fact 
that the quartermasters assigned to the charge of construction 
began their duties with the understanding that they were to or- 
ganize their own accounting forces, and had proceeded along 
these lines. This difficulty was soon set straight; and by the 
middle of August thirty-four camps, including two embarkation 
camps, were under construction, and accounting forces aggre- 
gating 4,000 men were at work under the direction of the division 
auditors, performing the duties necessary to record this tremend- 
ous activity. 

It should here be stated that this force not only had the re- 
sponsibility of performing the customary accounting functions, 
but was also charged with the duty of receiving and inspecting 
all construction materials, and of recording and checking in the 
field the time of all labor employed. When it is considered that 
at the peak of operations there were not less than 250,000 work- 
men engaged ; and when I also tell you that not less than 150,000 
carloads of materials were inspected and checked, you will realize 
something of the magnitude of the task which was accomplished 
under the direction and supervision of that small body of your 
fellow members. It was indeed a patriotic service in the ren- 
dering of which every man gave to the job and his government 
in full measure all that was in him. To some this involved no 
particular sacrifice, as their home organizations took care of their 
businesses. To others there was not only the heavy physical and 
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mental burden, which all had to bear, but the task also involved 
the neglect of their personal affairs and the consequent financial 
loss, even though cheerfully accepted. 


As an indication of the wide representation which the institute 
had in the prosecution of this part of this great work I append 
hereto a list of the cantonments and camps, and opposite each is 
set the name of the division auditor responsible for the account- 
ing. It should also be stated that the auditors here mentioned 
were not the only members of the institute who participated in 
this work. Many of our members came to the assistance of their 
friends in the profession by joining the staffs of one or other of 
the division auditors and entered into the work with a fine spirit 
of cooperation. I regret that I have not a list of the names of 
these other members, for they are equally deserving of commen- 
dation. 


This whole project, involving an expenditure of upwards of 
$200,000,000., was accomplished in less than six months; and 
when one considers that in the construction of the Panama canal, 
which, previous to this, was the greatest engineering project 
undertaken by the United States government, the maximum an- 
nual expenditure was $50,000,000., the magnitude of the achieve- 
ment here described will be more readily grasped. 


From the foregoing you might gather that I am claiming for 
the accountants all the credit for the accomplishment of this great 
work. It is not necessary to argue that the accountants per- 
formed notable service, but the engineering forces, particularly 
those of the army, are just as deserving of credit. They worked 
with fine enthusiasm, with unflagging zeal and with all their 
strength. Many of these men were men of high standing in civil 
life in their own professions. They, too, laid aside all private 
professional demands in answering the call of their country to 
this work. It was only by such a combination of patriotic en- 
deavor that this undertaking could have been so well accomplished. 
I am sure that I express the feelings of my fellow participants 
when I say that we are glad to have been given this opportunity 
of serving, and we feel that in this we have been privileged be- 
yond our other fellow members of the institute, every one of 


whom I am sure would just as willingly have responded to the 
call had he been able. 
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CANTONMENT DIVISION—QUARTERMASTER'S 


NAME 
David E. Boyce, 


W. P. Hilton, 


Robert Douglas, 
Charles Neville, 


Walter Mucklow, 


Page Lawrence, 
J. Porter Joplin, 
A. G. Moss, 


Herbert M. Temple, 
Chas. E. Wermuth, 


William Whitfield, 
C. G. Trost, 
Marion Douglas, 
W. P. Musaus, 


'E. J. Archinard, 
Alfred Rose 

H. V. Robertson, 
William H. West, 


CORPS. 
Division Auditors 
ADDRESS 
New York 


Norfolk, Va. 


Boston, Mass. 
Savannah, Ga. 


Jacksonville, Fla. 


Denver, Colorado 
Chicago, Ill. 
Dallas, Texas 


St. Paul, Minn. 
New Orleans, La. 


Portland, Oregon 
Montgomery, Ala. 
Galveston, Texas 
Los Angeles, Cal. 


Fort Worth, Texas 
New York 


Amarillo, Texas 
New York 
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CAMP 
Upton, L. I. 
Dix, N. J. 
Meade, Md. 
Lee, Va. 
Stuart, Va. 
Devens, Mass. 
Jackson, S. C. 
Greene, N. C. 
Wadsworth, S. C. 
Sevier, S. C. 
Hancock, Ga. 
Gordon, Ga. 
McClellan, Ala. 
Wheeler, Ga. 
J. E. Johnston, Fla. 
Sherman, Ohio 
Taylor, Ky. 
Custer, Mich. 
Grant, IIl. 
Pike, Ark. 
Beauregard, La. 
Funston, Kans. 
Travis, Texas 
Shelby, Miss. 
Logan, Texas 
Lewis, Wash. 
Sheridan, Ala. 
McArthur, Texas 
Cody, N. M. 
Kearney, Calif. 
Bowie, Texas 
Merritt, N. J. 
Doniphan, Texas 
At Washington office 

















Returns of Affiliated Corporations for Excess Profits 
and War Profits Taxes 


By WILLIAM B. GowER 


When the revenue bill of 1917 first introduced into our fiscal 
system a scheme of taxation of corporations of which the funda- 
mental principle was the relation between net income and invested 
capital, the framers of the measure passed over in silence the 
important and difficult questions concerning income and capital 
of a group of operating subsidiary corporations controlled by a 
holding corporation through ownership of practically all the 
stocks, bonds, etc., of the subsidiary companies. 

It is not the purpose of this article to thresh over the ground 
ably covered by many of our text-books in dealing with the com- 
plex accounting questions raised by the modern idea of the con- 
trol by one corporation of the whole or a majority of the stocks, 
etc., of a number of others. It is sufficient for the present pur- 
pose to bear in mind the essential condition which lies at the 
root of all these questions. 

That condition is the ability of a central authority to control 
the financial relationships of each member in the constituent 
group with each other member; the ability to initiate a limitless 
number of inter-company transactions, some genuine, some arti- 
ficial; and the ability to use this artificial material so that each 
member of the group may construct for itself an imposing income 
account and an impressive balance-sheet. 

Subsidiary operating companies usually represent departments 
or branches or divisions of a composite industry, which from pub- 
lic or other necessity, or from operating or financial convenience 
have been organized under separate corporate form. 

But there are essential differences when operating depart- 
ments, branches and divisions are no longer cohesive and unsepa- 
rated parts of an integral business, but each is organized in dis- 
tinct, independent corporate form. The distinctive functions of 
the subsidiary operating companies which are denied to the cor- 
responding department of an integral business are these: 
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(a) To conduct business with the public on its own 
account, including purchase and sale of commod- 
ities, property, etc., incurring debts and other 
forms of obligation, borrowing money and entering 
upon financial arrangements generally. 

(b) To enter into transactions of a similar kind to 
those described above with the remaining organ- 
ized operating corporate departments of the group; 
or to enter into transactions of any other kind with 
them, so long as they are not ultra vires. 

(c) To enter into financial arrangements with the sole 
owner (the holding company) such as obtaining 
capital from it in exchange for the capital stock, 
bonds, promissory notes or claims on open ac- 
count of the subsidiary operating company; or 
paying over to the holding company sums of money 
in refund of capital advances, and for interest 
thereon; or paying over to the holding company 
surplus cash which the subsidiary operating com- 
pany may designate as dividends or as loans and 
advances to its sole owner. 

Contrasting in this way the distinctive functions of the sub- 
sidiary operating companies with those of the corresponding 
department of an unseparated business, we see at once that one 
of them (a) may be eliminated as immaterial; for the power to 
conduct business with the general public, whether lodged solely 
with the unseparated integral business, or whether devolved 
upon a number of subsidiary operating companies, is an internal 
matter of no consequence whatever to the outside world. 

When we examine, however, the remaining distinctive func- 
tions set out above, we find the subsidiary operating companies 
involved in a maze of transactions, genuine or artificial, the 
majority of which would be disregarded by the departments and 
branches of an unseparated integral business in its general books 
of account, but which, in the casé of the subsidiary operating 
companies, must be recorded in their accounts owing to the 
exigencies of their corporate organization. These inter-company 
transactions may be described broadly as: 

The transfer of commodities and properties, at a price; 

The transfer of sums of money; 
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The transfer of expense and interest charges, at a price. 

So that we have here a limitless number of inter-company 
transactions, which in the case of a normal integral company 
do not enter into the general books of account, but which, in the 
case of subsidiary operating companies, controlled by a holding 
company, must necessarily be recorded in the accounts. Not 
only that; but where the transactions are the transfer of com- 
modities, properties, expense charges, interest charges, etc., the 
values to be applied in the record need not rest upon fixed con- 
sistent principles, but may be decided by the caprice of the con- 
trolling sole owner, the holding company. 

The ability of a central authority to deal at will with the 
property of each subsidiary operating company owned by a 
holding company ; to initiate an endless number of inter-company 
transfers of commodities, properties, expense and _ interest 
charges; to regulate the values at which these transfers are to 
be recorded in the accounts of the subsidiary operating com- 
panies; to shift money and capital from one to another at pleas- 
ure—all these imply the ability to arrange the financial structure 
of each corporate unit so as to produce any desired result in the 
formation of a balance-sheet and any desired result in the 
appearance of a statement of net income of each unit. 

The artificial and illusory nature of the separate balance- 
sheets and income accounts of the respective corporate units was 
perceived by accountants long ago. The remedy was quickly 
found by them in the evolution of the consolidated balance- 
sheet and the consolidated income account. By means of these 
consolidated statements the accountants swept away the entire 
fabric of illusions produced by inter-company transactions. The 
true position of the constituent companies to the outside public 
appeared in the consolidated balance-sheet. The true result of 
business conducted with the outside public was reflected in the 
consolidated income statement. 

These conditions were recognized fully by the excess profits 
advisers after the passage of the revenue bill of 1917 and the 
treasury department directed affiliated corporations to make con- 
solidated returns for the purpose of the excess profits tax (T. 
D. 2662, March 6, 1918). The affiliated corporations included 
in the order were those “among which there exist contracts or 
trade or financial practices which arbitrarily or artificially in- 
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fluence or determine the amount of the invested capital or net 
income of one or more of the corporations so affiliated, and 
where 95 per cent or more of the stock of the subsidiary affiliated 
corporations is owned by a parent or controlling corporation or 
by an individual or partnership.” This definition was sufficiently 
inclusive to embrace all subsidiary operating companies owned 
by a holding company. 

It comes as a surprise, therefore, that the revenue bill of 
1918 as passed recently by the house of representatives, provides 
in section 336, title III, that in no case shall the war profits taxes 
or excess profits taxes be determined on the basis of a so-called 
consolidated return, but shall in each case be determined upon 
the basis of the net income and invested capital of the corpora- 
tion liable to the tax. 

Apparently the framers of the house revenue bill of 1918 are 
convinced that the treasury department has at its command the 
ample leisure for investigation of the methods employed by 
affiliated corporations in distributing their net income and in- 
vested capital, and also has in its service sufficient specialized 
accounting ability to prevent, expose and correct any abuses. 
This may be so, but the first step by the investigators will be the 
preparation of those consolidated statements of net income and 
invested capital of the constituent companies which appear to be 
so obnoxious to the framers of the house measure; and the sub- 
sequent conclusions and decisions of the treasury experts will be 
determined, largely, if not entirely, by the inferences to be 
drawn from such consolidated statements. 

Quite apart, however, from the abuses arising from the arti- 
ficial distribution of net income and invested capital among the 
constituent companies, it is unjust to require separate returns 
from each corporate unit, for two reasons in particular: 

Separate tax returns are unjust because the effective invested 
capital of the integral enterprise although dispersed among the 
affiliated companies is the instrument of net income to all. 

It frequently happens that an enterprise, from the necessity 
of rounding out its business, making it internally sound, com- 
plete and self-supporting, and increasing the profits of all its 
members, is obliged to invest a large capital in another depart- 
ment or branch, the operation of which produces a relatively 
small net income on the capital invested, or none at all. Such 
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capital was invested chiefly for the purpose of increasing, pro- 
tecting or insuring the return on the invested capital of the 
entire enterprise, and only incidentally for the return on this 
specific capital which the new department is able to show in its 
separate operations. 

The effect of separate tax returns for each department or 
branch of a composite industry which happens to be organized 
as a corporation is to disperse illogically and unfairly the effec- 
tive invested capital of the enterprise among the component 
parts, some of which exhibit relatively low capital and high 
profits, others relatively high capital and small profits, or no 
profits at all. A heavy and unjust burden of taxation falls, 
consequently, on the corporate department which has low capi- 
tal and high profits—unjust, because in the tax calculation it is 
deprived of the true invested capital utilized in producing, safe- 
guarding and insuring its net income. It is incorrectly regarded, 
in the tax calculation, as a separate, distinct, self-supporting and 
independent entity, whereas, it is only part of a composite organ- 
ization, all the other members of which necessarily contributed 
to produce the general result. 

The invested capital of each corporate department of an or- 
ganization of this kind is an instrument used not only to produce 
the net income of that particular branch, but to assist, directly or 
indirectly in the production of the net income of the remaining 
members of the operating group. It is incorrect to regard each 
member as independent of the group, or the stated net income 
of each member as similarly independent. They are not only 
inter-related, but their operations are merged. 

Separate tax returns are unjust because they would operate 
frequently to deprive affiliated companies of a large part of their 
effective invested capital. 

It frequently happens that a holding company lends large sums 
out of its invested capital to affiliated companies on bonds, promis- 
sory notes or on open account, the money being invested in the 
properties of the affiliated companies. In the hands of the affil- 
iated companies, these sums are borrowed capital and may not 
be included in invested capital in the tax calculation. They 
retain the status of invested capital to the holding company. 

In reality so much invested capital has been transferred by 
the holding company to its subsidiaries. Nevertheless, for pur- 
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poses of the excess profits tax calculation, on the basis of sepa- 
rate returns for each corporation, the holding company retains 
these capital advances as part of its invested capital, and the 
subsidiary companies cannot include them. 

This is unjust: 

First, because the subsidiary operating companies furnish the 
bulk of the net income; the subsidiary companies employ the 
bulk of the invested capital as the instrument in obtaining the 
net income; and the subsidiary companies, and not the holding 
company, should be entitled to include in their invested capital 
the true amount employed. 

Second, the bulk of the net income of the holding company is 
usually derived from dividends of the subsidiary companies, 
which dividends, in the hands of the holding company are not 
subject to excess profit taxes. If now the holding company be 
required to make a separate return of its net income and invested 
capital, a situation arises in which a large amount of invested 
capital, actually employed by the subsidiary companies, is com- 
pulsorily and immovably fixed in the return of the holding com- 
pany as part of its invested capital, while, on the other hand, the 
net income derived through the instrumentality of this invested 
capital is excluded from the return of the holding company, 
(dividends received by the holding company from its subsidiary 
companies not being subject to excess profits taxes) and appears 
in the return of the subsidiary companies. 

* x * * * 

If the framers of the house revenue bill of 1918 believe that 
separate returns from each constituent company in a group 
owned by a holding company will increase the revenue to be de- 
rived under the tax measure, they will be disappointed; for affil- 
iated companies finding themselves confronted with onerous 
taxes as a result of separate returns, as compared with a con- 
solidated return, will invoke section 327 of the revenue bill, 
which provides relief for cases in which “the invested capital 
is materially disproportionate to the net income as compared 
with representative corporations engaged in a like or similar trade 
or business.’” 

In the end, the only result will be to burden the treasury <le- 
partment with investigation and discussion of complicated de- 
tails, and perhaps to delay the assessment and collection of taxes. 
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Bonus Plan For Salaried Employees 


By J. Prys—E Goopwin 


It is of course recognized that the purchasing power of the 
dollar is today considerably reduced and that the increased cost 
of food and clothing affects every one. 

Increased earnings due to the war, it is equally recognized, 
are going to wage-earners rather than salaried employees, while 
it is the latter class which suffers most from increased prices, for 
the reason that they have to keep up what are known as “appear- 
ances.” 

Again, when men are taken in the draft, their duties are 
distributed among their fellow mechanics at increased rates with 
extra pay for overtime; while the duties are usually absorbed 
without additional compensation by salaried employees, all of 
whom are working harder—working to help their employer who 
is short-handed; working to help Uncle Sam by releasing men to 
fight, and working for that great satisfaction that comes to the 
individual from the realization of “doing one’s bit.” 

Hardships and inequalities of this nature, due to the war, 
have brought employer and employee to the assistance of one 
another for their mutual benefit and conservation. Never before 
have employees so realized that their livelihood is dependent on 
the success of their employer, and never before have employers 
so realized that their continuation in business is dependent on the 
fidelity and co-operation of their employees. As a result of this 
appreciation of dependence one upon the other, there is apparent 
on every hand a bond of friendship and mutual sympsthy that is 
fast replacing the enmity that used to exist between capital and 
labor. 

The moral obligation on the part of the employer to share 
these added burdens of his employees is of course dependent on 
whether or not he be an equal sufferer through the war. It is 
therefore necessary for his protection that any bonus plan be 
based upon profits and that the life of the bonus be dependent on 
the continuance of the profits. 

Increased business indicated by gross sales is unsatisfactory 
as the basis of a bonus plan for the general reason that the 
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majority of salaried employees have only an indirect influence 
on gross sales, and for the particular reason that gross sales do 
not necessarily mean gross profits, especially in a period of 
advanced prices, when quite frequently the advance in the cost 
exceeds the advance in the selling price. 

A bonus plan based upon net profits has the advantage of 
affording all employees of all departments an opportunity of 
sharing in the results of their own efforts and gives then a new, 
a different interest in the business. Their viewpoint is changed 
from that of an employee to that of a part proprietor and as 
quasi-partners it becomes immediately to their interest not only 
to help their employer but also to help one another not only to 
sell more goods but also to curtail expenses. Department jeal- 
ousies give place to department rivalry, and as all employees 
participate in the net profits of all departments, they have the 
desire to help employees of departments other than their own. 

This healthy atmosphere not only affects heads of departments 
but permeates the mentality of the rank and file, stimulating them 
to do more and better all day and every day, whereas the super- 
vision and stimulus of the managers is intermittent and the force 
of their efforts is directed from without rather than from within. 

Under a bonus system based on net profits, office boys become 
interested in conserving supplies; telephone operators take pride 
in reducing charges for employees’ personal calls; stenographers 
pay closer attention to busy executives, enabling them to accom- 
plish more in limited hours; shipping clerks avoid mistakes, so 
costly in express charges and delayed collection of accounts; 
executives see that department managers, whose inefficiency 
affects their bonus, mend their ways or are exposed; and all 
employees become caretakers and watchmen of time and material 
so essential in this period of conservation. 

From the above it is apparent that a bonus plan should be 
regarded by the employers as an investment rather than as an 
expense, increasing profits rather than reducing them, and at the 
same time adding to the contentment of the employees and the 
security and stability of the business generally. 

Now comes the question of how best to apply to any particular 
business a bonus plan based on net profits. From his experience, 
the writer recommends the following principles as essential : 
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Bonus Plan for Salaried Employees 


(1) That all salaried employees, both inside and out, participate, 
except employees whose salaries are already augmented 
by commissions. 

(2) That the bonus be distributed monthly by way of a percent- 
age based on salaries of the preceding month. 

(3) That the amount to be distributed by way of bonus be ascer- 
tained by a percentage (which shall be kept confidential) 
of the net profits of the third preceding month. 


Referring to these essential principles in order: 


(1) All salaried employees should participate for the reason 
that the increased cost of living is felt by every one according to 
his obligations, and the increased duties caused by a reduction in 
the force should through good administration be borne by the 
entire remaining staff. In reciprocity the employer must of 
necessity express his sympathy and appreciation to every one. 
Salesmen on commission should be eliminated because, speaking 
generally, they receive the benefit of commissions on gross sales 
inflated by increased prices, and any reduction in their force 
usually results in increased business for the remaining members 
of the staff. 

(2) By making the bonus distribution monthly its influence 
as a stimulant to efficiency will be kept alive in the mind of the 
dullest employee. By making the distribution by way of a com- 
mon percentage on salaries, jealousies which tend to nullify the 
effect of the bonus are eliminated. Salary rather than bonus 
should determine the relative value of the services of each 
employee, and a common percentage stimulates effort for a com- 
mon cause. 

(3) Bonuses based on profits become payable only when those 
profits are converted into cash. Three months should be ample 
time for the conversion. Bonuses usually result in increased 
profits, and employees who have helped earn those profits will, in 
the face of alluring offers, be induced to remain with the corpora- 
tion in order to participate in the results of their own efforts. 
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Concerning Criticism 
A WORD TO THE YOUNGER PUBLIC ACCOUNTANT 


By WaLpRON H. RAND 


How disliked a man the critic is. “What is your occupation ?” 
asked one man of another. “I am a critic,” was the reply. 
“What?” said the questioner, “A critic? And do you get paid for 
it?” “Certainly,” was the response. “My! My! Paid for being 
a critic!” 

There evidently was a difference in their views of what con- 
stituted a critic. I am referring to the critic who censures or 
finds fault. You all know him. Nothing you have and possess, 
nothing you like and admire, nothing you have any decided favor- 
able opinion about escapes his unfavorable comment. It becomes 
a habit with him. You get no support from him; you expect none. 
You hate to meet him. Some one has said: “It seems to be man’s 
province to make nature more efficient, and this is exemplified in 
the motor boat, the automobile, and the aeroplane ; but what about 
the critic who finds fault with a man’s legs in creation, when 
wheels would have been so much more efficient !” 

The public accountant might be considered a finder of faults, 
but don’t be a fault-finder. It is unnecessary. 

Don’t misunderstand me. There is a time for criticism. There 
is a time for almost everything. The thing we are to avoid is 
the uncalled-for criticism of existing methods—‘“uncalled-for” 
mind you. If called for the situation becomes changed. 

If you are requested by the management or the proper person 
to criticise methods, and you are able to do so, by all means give 
the benefit of your knowledge and experience, and do it modestly 
and quietly, and be sure to give the reasons, and let any change 
which you may recommend find first an advocate in the person 
or persons most interested before attempting to put it on a work- 
ing basis. 

Suppose you recommend a change in the method of paying 
off the men in a factory. Let your first endeavor be thoroughly 
to convert the management, the payroll clerks, the foremen and 
the men, too, to a realizing sense of the advantages to be derived 


336 


—p 





Concerning Criticism 


from the proposed change. Then, when introduced and properly 
watched for a while, everybody will be pleased to see how 
smoothly it will run. 

What I object to is an attitude which finds uninvited expres- 
sion in ways like this :— 

A bookkeeper will be told his bound ledger is too old style: 
or that he never should journalize his cash; or that his three 
column cashbook or purchase journal is very objectionable; or 
that his filing system is about the worst ever seen; or that his 
pencil sharpener is good for nothing and his desks too high; his 
room too dark, his hours of work too long and his salary too 
small. Every one of such criticisms is generally unnecessary and 
makes only trouble and annoyance. 

Perhaps the remarks about salary and hours of work might 
for the moment flatter the bookkeeper, but sooner or later even 
such comment will react against the unwise accountant. If the 
accountant cannot find anything to praise he must be a confirmed 
dyspeptic or else too one-sided for his calling. 

There are certain stated principles of accounting which form 
a basis for all systems of accounts. Seldom, however, in practice, 
do we find two sets of accounts kept in exactly the same manner. 
Even though started alike, little changes will creep in—changes 
due to the difference of this particular business from all others, 
or the differences of this particular bookkeeper or particular pro- 
prietor from all others. So when you approach the books for an 
audit, consider the fundamentals and do not refer to the varia- 
tions noted, especially the first time you see them. If your atten- 
tion be invited to the changes made in the system as stated, and 
even though you note that they are wrong in principle, you may 
say that you will discuss them later and have them explained, 
and that you are always ready to be instructed and for the 
purposes of this business some change might be desirable. 

All the while try to put yourself in the other man’s place 
and try to find out what his thoughts are—try to understand him. 
These innocent looking changes may be made to cover a multi- 
tude of sins. They may be simply a wrong way of doing the 
right thing. Be non-committal until you know. 

I remember starting an audit where the bookkeeper informed 
me he had effected an improvement in his method of journalizing 
certain distributions of labor and material from sundry depart- 
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ments. He formerly had been accustomed to copy into his bound 
cross entry journal a lot of tabulations as a basis for the entry 
and we had recommended that he leave out the tabulations. This 
he did not want to do, and so in following our recommendations, 
unknown to us, he proceeded to use a subsidiary journal for this 
class of entries and to post direct therefrom. When next audited, 
errors were discovered resulting from this practice which, when 
his attention was drawn, enabled us to convince him without 
trouble that the counsel we had to give was the wise one to 
follow; and his “improvements” were discontinued. Again, the 
changes in the methods from your ideal plan may not be wrong 
in themselves, but may excite your opposition simply because they 
differ from your personal choice. Criticism which may occur to 
you to make may rest upon your lack of understanding of con- 
ditions, 

It is not a difficult feat to distinguish between knowledge and 
understanding. We know the plant grows and the blossom 
expands, but we don’t understand it. We know our feet and 
hands respond to our will power, but we cannot explam why. A 
woman’s magazine has the following: “Willie,” said the teacher, 
“how much is six and four?” “Eleven,” said Willie promptly. 
“No. Try again.” “Twelve.” “No.” “Thirteen.” “No, no, 
you're guessing now. But why couldn’t you have guessed ten?” 
“Because it doesn’t make ten,” said Willie, confidently. “Five and 
five make ten. I remember that.” It is dangerous to assume you 
understand the reasons for accounting methods from the records 
presented. It is much safer, even necessary in most cases, to 
learn the whole story, and listen to a full explanation, before 
reaching your conclusion and giving expression to the invited 
criticism. 

A retail merchant’s practice was to prepare a neat copy of the 
bill for each delivery, and the accountant, who thought he saw a 
chance of criticising this practice on the score of economy, felt 
humiliated when he found the plan was for the driver to receipt 
the bill and collect the money. The merchant was doing a cash 
business and it was an important part of his business system to 
supply a neatly made bill with every delivery to every customer. 
The accountant should have waited until he understood all the 
conditions. How often do we hear the question: “Do you prefer 
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loose-leaf records or bound books?” Conditions alter cases. Do 
not pass judgment from a superficial examination. Study to 
understand all the conditions precedent. 

We frequently have to advise young men who are not so situ- 
ated as to be able to attend school in person, but want to take a 
correspondence course, and we try to impress the foregoing truth 
upon them by suggesting that they confer with some public 
accountant near at hand and induce him to help them in their 
work, otherwise they will be prone to get filled with a lot of 
knowledge they do not understand. , 

The variations in the terminology of accountancy are awful 
and amazing. The American Association of Public Accountants 
had a standing committee at work on terminology for what 
appeared to be a long while, and I believe it never got beyond 
the letter “A” in its publication. How common it is to include 
proprietorship accounts among so-called liabilities in a balance- 
sheet. Ask a number of merchants to define turnover and you 
will get a variety of answers. Cost of goods sold is the turnover. 

I remember well when I first saw a British balance-sheet 
with its liabilities on the left hand and its assets on the right, and 
how it bothered me until I learned the reason for it and under- 
stood. You know the British system is founded upon the theory 
that the balance-sheet represents the business account with the 
proprietor, while the American system is based upon the claim 
that the balance-sheet is not a journai entry with the proprietor, 
but a statement of balances from the ledger. 
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Working Capital for Rate-Making Purposes 
OxtaF A. MANN. 


The usual balance-sheets of utilities will show capital invested 
in four groups; (1) service producing facilities, (2) investments, 
(3) working assets and (4) deferred debit items. 

If an inquiry is made as to the amount of working capital 
required in connection with the utilities’ operations, the sum of 
the working assets and deferred debit items applicable to operat- 
ing requirements, averaged over a sufficient period to allow of a 
sound determination, will provide the answer. 

However, if the problem is to determine how much working 
capital has been provided by the investors, the gross amount of 
working capital will be reduced by the amount of working lia- 
bilities, on the theory that an amount of working capital equal 
to the sum of working liabilities has been provided by others. 

We therefore have two bases for determining working capi- 
tal: (1) on the total amount employed in the business; (2) on the 
total amount of the investors’ working capital employed in the 
business. No general definition of working capital can be com- 
plete unless it specifies both these propositions. 

In presenting an application for increased rate, utilities should 
show the total amount of working capital necessary to conduct 
their business, using an average based on two or three years. 
The items to be included are cash used in current operation and 
in routine construction, petty cash funds, bills and accounts re- 
ceivable (less the element of profit), prepayments and material 
and supplies. Any bank interest or bills receivable interest should 
be capitalized at the desired rate of return and deducted from the 
total working capital. 

In the determination of a fair return on the property of a 
utility the regulative commissions are interested in ascertain- 
ing two facts; first, the value of the investment at the date on 
which the value is to be determined; second, the return earned 
at that date and applicable against the investment. Broadly 
speaking, investment includes three elements, (a) plant and prop- 
erty (b) working capital and (c) an amount due the investors 


340 




















Working Capital for Rate-Making Purposes 


by reason of previous deficits. The total of these three gives the 
valuation upon which the revised rates should be based. The 
earnings to be applied against this valuation are the net operat- 
ing earnings, which are the gross operating revenues less the 
operating expenses applying against said revenues. 

Losses in the value of service producing facilities by reason 
of depreciation or any other similar factor are a deduction from 
the total plant and property values. Any depreciation reserve 
over and above the proper accumulation of depreciation funds 
should also be deducted. This is on the theory that the public is 
entitled to the return on the unexpended funds created by charges 
for service. 

Exclusive of depreciation reserve funds the commissions are 
not interested in the sources from which the capital is procured 
to purchase the property and other elements represented in the 
valuation. Their sole function is to agree as to a valuation and 
on a return on that valuation. As a matter of fact money or its 
equivalent might have been procured from any of the following 
sources : 

(1) Capital stock 
(2) Funded debt 
(3) Bills payable 
(4) Accounts payable 
(5) Donations 

The return that has been decided by the commission as ade- 
quate will be reduced by the amount of interest that the stockhold- 
ers have to pay on any interest-bearing indebtedness that they 
may have incurred. The matter of financing, however, is in the 
hands of the stockholders, and the less the interest obligations, 
the more net return stockholders will receive. Therefore it is my 
opinion that in computing working capital for purpose of rate- 
fixing the amount of working capital contributed by others should 
not be considered as a deduction unless the same amount of 
stress is laid upon the money advanced by others for purposes 
of construction. It would be reasonable for a utility to make 
application to the commissions for working capital containing the 
following elements: 

Cash needed in the operations of the business less interest 
capitalized, 

Operating bills receivable less interest capitalized, 
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Operating accounts receivable less element of profit, 
Operating prepayments, 


Material and supplies. 
Summing up, the theory simplifies itself into this definition: 


working capital is the amount of money or money equivalent 
found to be necessary to conduct the current operations of the 


utility. 
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An Important But Under-Estimated Asset 
By Joun R. RuckstTELL, C.P.A. 


The readers of this magazine are so accustomed to articles 
that include a presentation of figures or actual accounting prob- 
lems that I hesitate to present a subject which, while I consider 
it of indispensable importance in leading to success in the account- 
ing profession, is perhaps of no less importance in any other pro- 
fession or business. 

Believing, then, that I shall give readers of THE JOURNAL OF 
ACCOUNTANCY, and more particularly those who have recently 
“launched out,” some suggestive hints that can be turned to valu- 
able account in the development of their professional career, I 
shall proceed to outline what may be worth reading and then well 
worth further active consideration—personality as a factor in 
professional and business success. 

Personality so generally lies at the foundation of success or 
failure as an active factor that about the only exception to the 
rule is when its effect is so indifferent or negative that mere 
existence is the net product of individual effort. The experience 
or observation of every active man of affairs will furnish 
instances, not few in number, where a first impression—favor- 
able or unfavorable—made at a first interview or meeting was 
noticeably or decidedly in the interviewer’s favor or to his disad- 
vantage. Preparation for a successful professional career consists 
not alone in necessary technical knowledge and mechanical or 
manual training. Next to these in importance or of necessity 
follows the factor of proper personality. Perhaps I should even 
start with personality and follow with mental training and 
material equipment; for with pleasing personality and winning 
manner to lead, the other attainments more easily follow to 
impress themselves, and even their lack or shortcomings are partly 
offset. 

I shall therefore draw attention to personal qualities which, 
added to a business or professional education, make friends, 
attract clients, win entree into business and lead to success in 
professional or business life; and again to personal qualities, all 
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too common, that have a reverse effect. Lying between these two 
extremes are the further and more numerous individual qualities 
in manner, habits and address of the large army of human 
beings that have an indifferent effect either to attract or to repel. 

Not only is a pleasing personality one of the most valuable 
adjuncts to professional knowledge or business training, but it is 
also an acquirement that cannot well be directly taught by a 
teacher or secured from text-books, and must largely be acquired 
by observation and self-education. The sensitive student would 
generally treat such action as a trifling with his personal feelings 
if a teacher should remind him of traits of character, mannerisms, 
awkward poise or personal peculiarities that are to his disadvan- 
tage. Therefore the teacher, though let us believe in most in- 
stances furnishing to the student the correct living example, 
scarcely dares actively to teach by individual application to the 
individual student those things which rank as of such paramount 
importance in the preparation of one for professional or business 
life. 

Strange how few of us like to be told of our shortcomings, 
particularly when they are personal habits or physical mannerisms, 
yet how grateful most of us are to be given facts, explanations 
or suggestions that add to or improve our stock of technical or 
general knowledge. 

And, therefore, after all that the student can be taught from 
text-books, by lectures on theory or the recital of actual expe- 
rience by professional accountants and business men, there is still 
a most important factor as an element in his future success which 
must very largely be acquired by himself, by a study of himself 
as it were, in a mental mirror, by observation of others or by the 
intuition of the moment in particular circumstance or environ- 
ment. 

What I mean then to present in this article after this some- 
what lengthy introduction, is an outline or discussion of those 
favorable personal traits or characteristics—pleasing manner, 
persuasive expression and general address or physical deportment 
—which, added to a scientific business or professional education, 
lead to success; and the absence of which in an individual of the 
most thorough education and technical preparation will often lead 
to failure or result in but meager or mediocre returns for other- 
wise earnest or unusual effort. 
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Personal attractiveness is two-fold—corporeal and intellectual ; 
the first being the impression made by such matters as quality and 
style of clothes and habits of dress, physical mannerisms, self- 
assurance in gait and bodily carriage; the second being the spoken 
address, the measure of conversation to present circumstance, the 
ability to be a tactful listener, to be complimentary without over- 
doing, to defer to another’s real or assumed knowledge, to give 
the lead in conversation to the other fellow. 

How often in our daily associations we meet with a person of 
winning manner—a person who at once disarms doubt, commands 
respect, can hold our attention, establishes confidence and wins 
our friendship. This in business is a factor of great value, and 
I speak particularly of that business intercourse in which we are 
business dealers, promoters or business seekers, rather than busi- 
ness employees or a part of the business machinery. 

We all have many times been impressed with one person’s open 
frankness, directness, grace of manner, modest reserve, poise and 
control of self, as contrasted with other observed instances of a 
halting embarrassment, bashfulness and apparent lack of expe- 
rience in human association. I have seen men looking for a posi- 
tion who, while physically going forward into a business office, 
seemed also from bashfulness and fear to be trying to retreat, 
afraid of themselves in the presence of supposed superiority. As 
we can give offense by being too bold beyond mere frankness, so 
we can fail to impress by being too bashful in the other extreme. 

The average man of quick perception who seems to be alive 
can use his eyes by looking out of the corners to see to the right 
or to the left and observe what is going on or have his attention 
arrested; but I have seen men who could not look to either side 
without turning half way around and moving both head and body 
together. 

In so small a matter as hand-shaking, what a difference there 
is. There is the vice-like grip that almost breaks the bones of 
your hand, or the easy, almost clammy touch or contact of the 
extended fingers that gives you the impression that the salutation 
is perfunctory, a conventional formality, and that a continuation 
of acquaintance is a matter of indifference or not particularly 
desired. 

It is unnecessary to try to define the many little actions that 
characterize an individual as pleasing, nor those others that strike 


345 

















The Journal of Accountancy 


us as not particularly to our liking. All of us have many times 
met those with whom we have been favorably impressed by look, 
by act, by word—very trifling matters each of them, scarcely 
possible of description or definition, yet the value of the impres- 
sion made was no trifle. Then we have met others who irritated 
us with some trifling peculiarities, so trifling in some instances 
that if we were asked to explain what offended or displeased us, 
for what reason or wherein the person was not attractive to us, 
we should scarcely be able to give an understandable explanation. 

In commercial as in diplomatic relations, tact plays no incon- 
siderable part as an element of success, and its absence is often 
costly. Among our social acquaintances we can afford to be out- 
spoken and show our inner feelings, dislikes and preferences much 
more than we can in business or professional life. It may be all 
right in our social relations to talk about or advise upon being 
frank and outspoken, or in our actions to make much of those we 
like and be cold and indifferent toward those whom we do not 
particularly fancy or wish to cultivate; but such a policy does 
not go in business. 

Business levels all ranks, conditions, castes, religions, races 
and nationalities. The shrewd proprietor of a large store will 
salute with the same kindly, amiable smile as customers the 
wife of a hodcarrier and the wife of a banker. 

You will say that this is not natural and that we should be 
natural. Let me say to you that the friendly smile and patronizing 
manner of the business or professional man, diplomat or politician 
is often very much feigned, or as we say, “put on,” and decidedly 
not an expression of his true feelings at that moment. The 
shrewd, tactful business man is neutral before a stranger, avoids 
the discussion of religion and politics; talks rather of the weather 
or the tendency of the times till the other discloses his attitude 
and leads the conversation. The conversation once started, the 
shrewd business man now shows himself the interested listener and 
will soon make himself active and agreeable in the conversation— 
whatever the topic. Thus a little discretion and diplomacy at 
the start, even though partly insincere, often become a valuable 
asset in later business relations. 

This subject of individual deportment involving considera- 
tions of psychology, personal mannerisms, dress and so forth 
cannot well be codified or reduced to a set of rules. But certain 
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generalities will serve to illustrate and summarize positive and 
negative examples that on the one hand should be followed, on 
the other avoided—a type to be adapted to our actions but 
modified to suit our individuality; or per contra, a type of action 
seen in others which we must observe to be a disadvantage, which 
as a negative example will be kept before us as unsuited to our 
welfare and calculated if practised to cost us loss of friends and 
clients. 

Space and editorial courtesy permit only a few illustrations, 
but these will at least be suggestive, and the reader may extend 
them from his experience and observation. 

I present the following, then, as representative: 

A frank address, looking straight into the face of the person 
we speak to, and not appearing to be partly afraid or unable to 
speak, or show that we are overcome by embarrassment, looking 
down, aside or away from the person addressed. 

A cautious entrance into a discussion; rather asking questions, 
seeking information and being a good listener until we have some 
knowledge of the prejudice of the other side than starting an 
argument by expressing decided opinions, which it will be too 
late or very difficult to modify or hold back when we have found 
that policy requires or demands it. The very best example we 
have of care in expression and caution in leading discussion is 
found in the diplomatic service of all civilized countries, where 
the best brain of the nation is trained in politeness, tact and dis- 
cretion, in being non-committal, evasive or silent when circum- 
stances warrant. It would seem to be the foremost quality of every 
statesman to be able under all conditions of controversy, or in his 
business dealings with representative men of other nations, never 
to lose his temper, nor by act or word prematurely to close the 
door of controversy. 

A reasonable amount of self-assurance is commendable and 
even begets facility in doing our work; while on the contrary to 
be fearsome of failure begets discouragement. The accountant 
who feels certain of his ability to carry out with ease the case 
he undertakes will more readily accomplish his task. 

Altruism—that quality which makes us interested in the 
welfare of others, which makes us inquire after the interests, 
health, cares, domestic ties, etc., of another—is a part of this 
personal asset as opposed to egotism, or a too frequent use of 
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the pronoun “I,” and making ourselves the heroes of every affair 
of which we were a part or a party. 

Familiarity can become an overworked trait if we are not 
careful, particularly in dealing with superiors, and a nice discrim- 
inating caution must be observed, rather to let the superior 
encourage the advances than to obtrude ourselves to the point, 
perhaps, of giving offense. This last observation applies rather 
to relations between employee and employer than to association 
between business men. 

There is in business a type of individual that has been styled “a 
good mixer” whose ability to make friends and hold them is not to 
be despised and whom we may profitably observe with a view to 
learning some valuable lessons. Nor should we conclude that the 
good mixer must be an habitual or excessive drinker or smoker, for 
there are other ways of entertaining or being entertained than by 
consuming liquor or cigars. It will soon be noted, if you study 
him, that the “good mixer” has a very pleasing personality, is a 
free and good talker, seldom dogmatic, does not enforce his views 
with an autocratic air, and does not do all the talking. To him, 
every Gestion has two sides and he is willing to admit that he 
may not always be right on every subject, and he may sometimes 
let you or me have the last word. 

Personal appearance in matters of neatness, quality and style 
of dress play an important part in making favorable or unfavor- 
able impressions. Carelessness in this regard is more than likely 
to give the impression that prosperity is lacking, that the indi- 
vidual is losing or has lost his grip, or is in the cheap class, and 
such impressions beget the secondary thought, if it is not in fact 
the primary one, that lack of ability may be the cause. The cheap 
looking man is expected to supply cheap service. The same 
psychology applies in such matters as a man’s place of residence, 
or where he takes his business-hour meals. His appetite may be 
satisfied as well at a “beanery” as at a first-class restaurant, but 
the two places represent an impressionable asset of a value pro- 
portionate to the respective costs of the meals. 

If from the foregoing remarks some of my present or pros- 
pective professional brethren shall receive suggestions which they 
can turn to profitable account, I shall feel that this departure from 
customary contributions appearing in these pages will have been 
worth at least the space alloted to this article. 
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Stock Brokerage Audits* 


By Epwin S. HALTer 


Audits of various kinds may be made of the accounts of a 
stock brokerage firm, the exact nature of the audit and the extent 
to which the accounts should be examined being determined when 
the purpose of the audit is known. Briefly speaking, the following 
audits may be made: 

1. Balance-sheet audit, 

2. Detailed audit, 

3. Verification of securities and cash. 

A balance-sheet audit is usually desired by a firm when a 
member or confidential and trusted employee, usually the office 
manager, has complete control of the detailed operations of the 
office so that a thorough examination of the income and expense 
accounts by the auditor is oftentimes not desired. A balance-sheet 
audit may also be made for credit purposes for use at banks, 
although such is rarely the case, as banks seldom make loans 
without having them secured by collateral with a ready market, 
and therefore seldom require a certified balance-sheet. 

Another purpose for which a balance-sheet audit may be 
required is when the firm is being considered as banker to float 
an issue of securities. An audit of this nature, besides comprising 
the verification of the assets and liabilities, usually requires at 
least a cursory examination of the income and expense accounts. 
In this case, or whenever he is to certify as to the result of his 
examination, the auditor should insist on covering every feature 
which he deems necessary and if permission is not granted to 
investigate everything to his satisfaction, such as a scrutiny of the 
private ledger accounts, he should be careful to qualify his report 
or certificate accordingly. 

In a detailed audit, besides verifying the assets and liabilities, 
a thorough examination or an exhaustive test should be made of 
the income and expense accounts for the period under audit. 
Besides, the investment and private account should be thoroughly 
gone into for the purpose of verifying income and interest and 
other items contained therein. An audit of this kind is usually 
required when the members of the firm are not in close touch 





*A thesis presented at the May, 1918, examination of the American Institute ot 
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with the general work of the office. When this is the case, an 
earnings or profit and loss statement, besides the balance-sheet, 
is usually desired by the client. 

An audit covering only the verification of securities and cash 
is often desired, because these items being the stock-in-trade of a 
stock brokerage firm and being extremely valuable, they are the 
only features in which the client is vitally interested. 

Besides having audits made for the purposes described above, 
stock brokers derive a certain degree of satisfaction when their 
customers are apprised of the fact that a verification is being 
made of the accounts. The customers then have a feeling of 
added security that their brokers are using every precaution to 
safeguard their interests. 

The audit is usually started on the last day of the month, but, 
whatever the date, the best time during the day is immediately 
after the market closes. If many inactive securities are held for 
customers in safe-keeping, or the firm is carrying large quantities 
of securities for its own account, it is possible that the audit 
may be started before the market closes, for such securities, 
being rarely disturbed, may be examined earlier in the day. 

The work of balancing the securities should be started at the 
very outset of the audit and should be continued without loss of 
time until all the securities have been accounted for. This is 
essential, for if control is lost over them before they are balanced, 
the entire audit may prove to be practically valueless. This is 
particularly the case if there is a rapidly changing market, for sub- 
stitutions and transfers of securities are then made so often that 
great difficulty may be experienced in re-establishing control of 
them, and such an amount of time would be consumed that other 
important features of the audit, such as the verification of the 
sufficiency of margins in customers’ accounts, would be delayed 
for a considerable period. 

A physical examination should be made of all securities on 
hand. Care should be observed to see that the stocks and regis- 
tered bonds are in the name of the firm, or, in case they are in 
some other name, that they are endorsed in negotiable form. In 
the case of coupon bonds, it should be noted that the coupons 
maturing on the next interest date and all subsequent coupons are 
attached. 

The active securities are usually kept separately and are 
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referred to by stock brokerage houses as being in the “box.” As 
the securities are counted, such securities as are recorded in the 
box book should be checked, or a separate list may be made of 
them. The box book, or list, should be kept under the control 
of the auditor until the securities have been balanced or at least 
a proper record has been made of errors existing. No time 
should be lost in counting the securities in the box as they usually 
must be deposited in the safe deposit vaults by five o’clock in 
the evening. It is a great advantage if the examination be com- 
pleted before that hour, for the following morning when the 
securities are brought back to the office time will not often permit 
their being examined before the opening of the market. When 
this happens and the regular routine of the office work is started, 
many of the securities are likely to be disturbed. Of course, if it 
is impossible to count all the securities on the day of the com- 
mencement of the audit and a complete count is not made until 
certain changes have occurred, such changes may be followed 
through the office record known as the “blotter.” It is desirable 
that this be avoided if possible. 

The securities in the box are but a small portion of those 
for which the broker is responsible ; therefore confirmation of the 
others should be started as soon as possible. The greater portion 
of the securities will undoubtedly be at the banks where they are 
used as collateral on loans. Some will be in the hands of other 
brokers in the form of securities on loans and securities “failed 
to receive,” while others may be at the transfer offices. Likewise, 
the firm may be holding securities which it has borrowed from or 
“failed to deliver” to other brokers. 

Confirmations should be prepared in duplicate for all such 
securities. They should then be compared with their respective 
books where they are recorded and the money balances should be 
proved with their controlling accounts in the ledger. Every 
effort should be made to mail the confirmations the same night 
so that they will be received by the various banks and brokers 
the next morning. The office staff of the recipients of the con- 
firmations will then be in a position to compare them with their 
records or with the actual securities before any changes are made. 
If the sending of confirmations is delayed, the recipients may be 
put to a great dea lof inconvenience in referring back a few days 
on their records. If this occurs they are likely not to take the 


351 








The Journal of Accountancy 


trouble of confirming them, with the result that the auditor may 
experience difficulty in trying to verify such securities. 

When mailing confirmations, a stamped addressed envelope 
to the auditor’s office should be enclosed. 

When the confirmations have been returned to the auditor he 
should immediately compare them with the duplicates in order to 
see if any differences exist. If they do, they should be imme- 
diately investigated. 

The securities are recorded in a security record. When 
large quantities of securities are carried, it is preferable to have 
separate stock and bond records. The accounts in these records 
comprise the different securities, and all noted therein should be 
accounted for. Each account will show the position of the 
security, one side of the account showing those “long” and the 
opposite side those “short.” The long side represents purchases 
for the account of customers or for the firm, securities borrowed 
and “failed to deliver.” The short side represents short sales 
by the customers or firm, securities held by banks as collateral 
on loans, “failed to receive,” securities lent, etc. 

As soon as the record is released to the auditor as being com- 
pletely posted, the list of securities counted and the duplicate 
confirmations should be compared with it and all errors found 
should be carefully noted. The securities in the investment and 
customers’ accounts should then be compared with the record. 
The customers’ securities may be checked either direct from the 
statements after the latter are surrendered to the auditor by the 
bookkeeper, or from the collateral sheets often furnished by the 
margin department. If the collateral sheets are used, care must 
be taken to preserve such sheets so that the customers’ state- 
ments may be compared with them before the statements are 
mailed. 

When the securities from all sources have been compared 
with the record, the latter should be completely checked and the 
securities should be balanced. This is done by footing the long 
and short sides, the totals being in agreement. If they do not 
agree it is evident that some posting has been omitted or entries 
have been made which do not belong there. Such errors ii foot- 
ing should be noted with other items in the accounts which are 
not checked out. If the errors are purely clerical they will bal- 
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ance against each other, the errors being revealed when the con- 
firmations have been received. 

The security record should be kept in the control of the 
auditor until all securities have been balanced or until all errors 
have been noted by him. If the latter is done, the errors may: be 
followed up from his memoranda. 

It will be seen that the confirmations are the main source for 
verifying the securities. Usually all errors will be located when 
the confirmations have been received. If after all have been 
received, errors still exist, each item in the account will have to 
be traced from the source of entry to its disposition. In this 
manner the error either will be found or information will be 
furnished as to its location. 

Statements showing money and security balances, enclosed 
with a letter requesting confirmation direct to the auditor’s office, 
should be mailed to all customers if possible, and lists of state- 
ments mailed should be prepared, these lists to be used later to 
compare with the confirmations when the latter are returned. If 
statements are not prepared and mailed for all accounts, a plaus- 
ible reason should be given therefor and such accounts should be 
taken up with a responsible person. The investment accounts 
should be taken up with a member or members of the firm for 
the purpose of obtaining his or their confirmation of the money 
and security balances. 

All accounts for which confirmations are being sent are 
naturally being verified by the auditor, provided the customers 
respond. All other accounts will have to be taken up individu- 
ally as to their nature, such as certain private ledger accounts 
and income and expense accounts. As previously stated, the 
extent to which the audit is made will determine how far these 
accounts should be examined. 

The cash should be verified by counting the cash on hand and 
verifying the bank reconciliations. A confirmation of the bal- 
ances should be obtained by the auditor by correspondence with 
the banks. The state transfer stamps and the United States 
internal revenue stamps should be counted and compared with 
the records and the controlling accounts in the ledger. 

The ledger accounts should be compared with the trial bal- 
ance and the lists of customers’ statements should be compared 
with the latter to see that the balances are in agreement. 
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An important feature of an audit and one which brokers are 
often desirous of having verified is the sufficiency of the margins 
in customers’ accounts. Most brokerage houses require a mini- 
mum margin of ten points, and where the securities in the account 
are inactive or are high priced, a much larger margin is demanded. 
When calculating margins, the bid price of the market should be 
used, for if the securities were thrown on the market this would 
be the best price obtainable. Particular attention should be given 
to accounts with debit balances having no securities ; also accounts 
with debit and security balances where no margin exists. As 
soon as such accounts and accounts with insufficient margin are 
discovered, they should immediately be brought to the attention of 
a member of the firm so that prompt action may be taken to 
save as much of the equity in the account as is possible or to 
limit the loss. 

Where securities are owned by the firm it is good practice to 
inventory them on the most conservative basis, i. e., cost or 
market, whichever is lower, the exception possibly being where 
there is an abnormally low market for securities and it would not 
be fair to write off a large loss during the period, especially if 
the securities are permanent investments. 

Other features of an audit should be the verification of 
income and expense accounts. The income is derived from 
securities owned by the firm, commissions charged for execution 
of trades and interest charged both to customers and brokers. 
Commissions are usually verified from the blotters and the interest 
from the press copy of the customers’ statements. Commissions 
and interest as a rule are only tested, as it would entail a con- 
siderable amount of work to verify them completely, and gener- 
ally a very good internal check is maintained by the office force. 

The expenses, besides being those incurred in other lines of 
business, such as rent, salaries, stationery, telephone and tele- 
graph, etc., would also include expenses incidental to the conduct 
of a stock brokerage business, such as stock exchange dues, print- 
ing of market letters, quotation sheets, financial papers, com- 
mission bills, etc. A test is usually made of expenses incurred, 
care being taken to see that such expense items are supported 
by properly approved vouchers. In cases where vouchers are 
missing, the items in question should be taken up with some one 
in authority. 
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Gratuities 
By JoserpH RoBINSON 


While this discussion primarily concerns the accounting treat- 
ment of gratuities, it is worth while to give the authoritative defi- 
nitions. Words and Phrases and Bouvier’s and Black’s law dic- 
tionaries all define a gratuity as being without valuable or legal 
consideration. The Century Dictionary gives this definition: 
“That which is given without claim or demand; a free gift; a 
donation.” The lack of a comprehensive discussion of gratu- 
ities seems to be due to the fact that in the past they were 
very seldom encountered and when they were because of their 
trivialness they were considered as being merely “hold-ups” and 
were treated as miscellaneous or advertising expenses. 

Now that hundreds of millions of dollars are being freely 
given to the Red Cross and other excellent causes, it is highly 
important that we carefully consider the correct accounting treat- 
ment of a gratuity so as properly to state the actual profits earned 
and carried to surplus and correctly to prepare the surplus 
statement. 

A gratuity is a free gift, voluntarily given, for which the giver 
receives no valuable or legal consideration—such as a gift to 
charity, to relief work, to the Red Cross, etc. It is not a charge 
against profits or surplus because it is not an expense or loss 
incurred in the operations, transactions, management or adminis- 
tration of a business. The giver acquires absolutely nothing: he 
does not liquidate a liability. The giving of it merely causes a 
depletion of assets resulting from a withdrawal of undivided 
profits or surplus. 

Possibly under peculiar conditions the giver receives consider- 
ation in the nature of advertising. In such a case it is correct to 
consider the disbursement a charge against advertising, but it 
should not be called a gratuity. 

As to its effect upon the actual profits earned and the subse- 
quent credit to surplus, the accounting treatment of a gratuity 
is similar to that of a dividend. It is as illogical to claim that a 
gratuity is an expense or a loss as to claim that a dividend is an 
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expense or loss. Both are withdrawals of profits or surplus. The 
gratuity is given to others than the stockholders; the dividend to 
the stockholders. 

Assume that a company shows a net profit of $100,000 and 
upon investigation it is found that $10,000 had been given to the 
Red Cross and charged against profits. The profit and loss state- 
ment would incorrectly show net profits of only $100,000, while 
in fact the actual net profits were $110,000, $10,000 of which had 
been withdrawn and given away. 

The correct procedure is to credit the actual net profits to 
undivided profits or surplus and to charge the gratuity thereto, 
not as a normal or an abnormal expense or loss, but as a with- 
drawal of undivided profits or surplus. 

Very probably gratuities have been charged against profits 
because it has been considered that any diminishment of the net 
worth other than by payment of dividends must have been caused 
by normal or abnormal expenses or losses. And it is likely that 
it was for this reason that extinguishments of discount on capital 
stock were charged against profits. 

There are four distinct ways in which surplus can be depleted. 

They are: 


1. Current losses ....... Operating 
Capital 

2. Abnormal losses...... Operating 
Capital 

i Gratuities 

3. Withdrawals ........ Dividends 


4. Transfers 


The first and second are caused by business expenses or 
losses and result in a depletion of assets. The third results in 
a depletion of assets caused by a withdrawal of undivided profits 
or surplus, the amount withdrawn being given to the stockholders 
or others. The fourth does not deplete the assets. The profits 
and the net worth are absolutely unaffected. It is simply a pro- 
cedure by which the liability upon surplus is diminished and the 
liability upon capital stock increased. Under no conditions should 
an amount appropriated to extinguish discount or capital stock 
be considered a charge against profits. 


356 














Miscellaneous Incomes of Public Institutions* 
By Lioyp Morey, C. P. A. 


The miscellaneous incomes of public institutions consist 
chiefly of fees of various kinds, sales of produce and manu- 
factured articles and other unclassified items. They involve in 
different circumstances varying proportions of institutional in-— 
come, being proportionally large in some cases, although pro- 
portionally small in others. However, they are always of great 
importance and in most cases represent a considerable extent of 
responsibility as well as a considerable amount of collecting 
machinery. It is important, therefore, that the system dealing 
with them be organized in such a way as adequately and fully 
to account for these classes of transactions. The matter of a 
proper auditing control of such incomes has not received serious 
attention. 

It is not the purpose of this paper to discuss at length de- 
tailed methods of recording and disposing of miscellaneous in- 
comes in different circumstances. Numerous types of forms and 
records will be found practicable in varying degrees, and it will 
therefore be of more importance that we consider certain gen- 
eral principles normally applicable to the handling of such items. 

The first principle to be followed in the development of a 
properly controlled system for miscellaneous incomes is, we be- 
lieve, the centralization of collecting responsibility. In other 
words one office or officer should be charged with the duty of col- 
lecting all accounts for moneys due the institution from these 
sources. Where this responsibility needs to be delegated it should 
be delegated by this officer, and he should be held responsible for 
all such delegation. 

On the other hand it is equally essential that the collecting 
officer should not be responsible for the initiation of accounts for 
collection or for any accounting connected therewith. Other 
officers or departments should be responsible for initiating all 
such items. From these sources he will receive his authoriza- 


*An address delivered at the annual convention of the Association of Business Offi- 
cers of State Universities, Bloomington, Indiana, 1918. 
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tion for making the collection and will render reports on his 
collections back to their sources. His records will be subject, 
therefore, to verification against these independent sources. 

Certain methods already found in various quarters are prac- 
ticable in such a centralized collecting scheme. In the case of 
fees, such as student fees in an educational institution, or various 
other types of fees, the assessment of the fees should be made 
by a registrar or other officer in no way connected with the fee 
collection. His records should be so maintained, that the col- 
lections made by the financial officer, on the basis of his reports to 
the registrar, may be readily verified. Numerous types of stubs 
and multiple forms are adaptable to this plan. 

In the case of sales made by departments a useful form can be 
introduced very similar to the system used in department stores. 
Reports of sales are made by the individual in charge of the 
material on sale slips, which are of convenient size, giving the 
name, the address of the party, the items, the price and the name 
of the person selling. Enough copies will be made to provide 
one for the buyer, one for the business office and one for the 
person selling. The copy for the business office will be for- 
warded to it and bills for collection prepared on the basis thereof. 
The slips being serially numbered a check can be made against 
the business office from the triplicate slips retained by the de- 
partment. In case, in any circumstance, it is necessary for the 
department to collect the money, the slips may be used for the 
same function, by a simple indication that cash has been received, 
the cash being turned into the business office with its copy of the 
ticket. 

In many instances, as for example where a creamery is 
operated, it is desirable to maintain a monthly account with 
patrons. In such cases especially it will be found practicable to 
provide a monthly combination ledger-statement form. These 
forms may be in triplicate, one set being provided for each cus- 
tomer, each month, and entries being made daily from the sales 
tickets or other reports. At the end of the month the ac- 
counts will be totaled, the original and duplicate copies for- 
warded to the business office and the triplicate copy retained by 
the department in charge. A regular check will be maintained 
between the triplicate accounts of the department and the col- 
lections as made by the business office. 
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A second essential principle associated with accounting for 
miscellaneous incomes consists of making proper record of all 
receivables in the general accounts, at the beginning of each fiscal 
period. A careful estimate should be made of the amounts of 
incomes from all these various sources. Proper general ledger 
debit accounts will be opened, and a corresponding credit will be 
made to revenue or some similar account. After reports are 
received from departments or other officers indicating that cer- 
tain items are collectible, entries will be made in the general 
accounts, debiting accounts receivable under various classes and 
crediting corresponding estimated income accounts. Or, if a 
more conservative plan is desired, a reserve for accounts re- 
ceivable may be credited until such time as the accounts are col- 
lected. After that is done proper entries are made to the credit 
of accounts receivable while the reserve account is debited and 
the estimated income account credited. 

The various general accounts carried with accounts receivable 
should be supported by subsidiary accounts and kept in constant 
agreement with them. A useful plan consists of an accounts 
receivable register or similar record which in turn will be sup- 
ported by the duplicate files of original bills. Where the num- 
ber of such bills is not large it may be possible sometimes to 
dispense with the register. 

The third principle of a properly controlled collecting system 
has already been suggested and consists of proper means of 
carryirg out independent checks of accounts receivable and their 
collection. The most important feature necessary to carry out such 
a plan is that the accounts originate with persons other than the 
officers who are responsible for their collection and that dupli- 
cate records of the accounts as thus prepared be accessible. In 
many cases a ready check can be maintained between the col- 
lecting office and the department office through the monthly de- 
partmental reports prepared by the business office, on which will 
appear the credits for the various items collected. Other checks 
on sales can be conducted through perpetual inventories of ma- 
terials. A regular control should also be maintained in the case 
of a cafeteria or other department where daily cash sales are 
made. A cash register under the control of the business office 
and checked daily by it will be most useful. Where a cash register 
is employed in the cafeteria the register should be used by the 
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person counting up the charge and a ticket printed by the register 
given to the customer, on the basis of which he should pay the 
cashier on leaving. The reading of the cash register therefore 
will indicate the amount of money to be collected from the cashier. 
It is possible that the question will be asked regarding all this 
as to the importance of so much care. If we examine the ex- 
treme caution which is employed by our banks in handling every 
item of their transactions regardless of their kind or amount, and 
the provisions for the most complete check of every phase of their 
business, we will understand the soundness of the business policy 
represented in a well worked out system of controlling miscel- 
laneous incomes. The centralization of such matters will be a 
great convenience to the members of the institution and to the 
public which deals with the institution. It will properly localize 
the responsibility for the handling of money. Most of all, it 
will constitute an adequate record and audit for an important and 
somewhat neglected group of public financial operations. 
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Setting Production Standards for Industrial Account- 
ing and Engineering* 
By F. J. Knoeppet, C. P. A. 


The foundation for industrial accounting is built of standards— 
standards of time, material and cost. Trustworthy standards 
must be based upon standardized conditions. Naturally the instal- 
lation of industrial accounting methods must follow rather than 
precede the installation of efficiency methods, since efficiency 
methods provide the standardized conditions and operations to be 
considered in the industrial accounting. 

It is not meant that the installation of industrial accounting 
methods must await the complete installation of efficiency methods. 
Industrial accounting is an enlargement of the functions of cost 
accounting. After the production standards have been estab- 
lished, the cost accounting may be refined into industrial account- 
ing. Efficiency work or industrial engineering may be started 
simultaneously in the two main branches of the work: 

1. Building the organization, or personnel, 

2. Setting the production standards, or standardization. 

After the organization is provided for and the lines of author- 
ity and responsibility of the personnel are clearly established and 
the standards to be attained are placed before the organized per- 
sonnel, the efficiency work takes on the characteristics of an inten- 
sive campaign. The contest is for the personnel to increase fac- 
tory efficiency to attain the standards set. At this point, where 
standards are brought into practice, industrial accounting methods 
should be put into operation to aid the organization in its efforts 
toward higher efficiency. 

Four basic standards are used in industrial accounting: 


1. Standard number of man or machine hours per annum, 
reduced to a periodic average. 


2. Standard number of man or machine hours per unit of 
output. 


* Under Fundamentals of Accounting for Industrial Waste in the May, 1918, issue 
of Tue Journat or Accountancy the writer outlined briefly the use of standards in 
industrial accounting. The present article explains the methods of determining the 
four basic standards. 
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3. Standard cost per man or machine hour. 
4. Standard material cost per unit of output. 


Standards 1 and 2 are production standards. 

Standards 3 and 4 are accounting standards. 

The accounting standards cannot be determined until the pro- 
duction standards are known. 

The production standards are based upon time and motion 
study and realized through incentives to workmen and coordinated 
planning. 

TIME AND Motion Srupy. 

Time-study and motion-study are not synonymous terms. 

Time-study determines length of time in which to perform 
an operation. 

Motion-study determines the proper way in which to per- 
form an operation. 

Both studies, however, are combined in practice, and the 
persons making the studies must always consider both features. 

The possibility of improvnng any conditions surrounding the 
work should be observed and noted. A stop-watch must be used 
to analyze time and motion. A number of studies should be 
made under each operation for various classes of work or com- 
ponent parts of product. Each operation is resolved into its ele- 
ments or motions, and the time spent on each movement is de- 
termined by the use of a stop-watch, recording the time in min- 
utes and decimal minutes. A time study on ordinary bench 
moulding is given as an illustration: 


Revised 
Unneces- Neces- neces- 
Elapsed sary sary sary 
Operation time time time time 
1, Laying follow board and pattern, 4.1 4.1 4.1 
2. Setting drag, 22 2.2 2.2 
3. Getting riddle, 2.5 2.5 
4. Riddling sand, 2.5 2.5 2.5 
5. Shoveling sand, 4.7 47 4.7 
6. Ramming and strike-off, 17.4 17.4 12.5 
7. Placing bottom board, 1.7 1.7 1.7 
8. Getting clamps, 3.4 3.4 
9. Clamping and rolling over, 4.9 49 41 
10. Placing cope side of pattern, 2.3 2.3 2.3 
11. Waiting for cope, 10.2 10.2 
12. Setting cope, 1.9 1.9 1.9 
13. Getting gaggers, 5.4 5.4 
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Revised 

Unneces- Neces- neces- 

Elapsed sary sary sary 

Operation time time time time 

14. Riddling sand, 3.2 3.2 3.2 
15. Shoveling sand, 5.4 5.4 5.4 
16. Ramming and strike-off, 16.3 16.3 11.2 
17. Lift cope and drawing patterns, 8.7 8.7 8.7 

18. Finishing moulds, 24.6 24.6 20. 

19. Waiting for cores, 12.3 12.3 

20. Setting cores, 7.2 7.2 7.2 
21. Closing mould, a4 44 4.4 
22. Clamping flask and weighing, 74 74 5.2 
Totals, 152.7 33.8 118.9 101.3 


REMARKS: Moulder can better time 4.9 min. on No. 6; 8 min. on 
No. 9; 5.1 min. on No. 16; 4.6 min. on No. 18; 2.2 min. on No. 22; total, 
17.6 minutes. Unnecessary time due to workman 2.5 min. on No. 3; due 
to faulty conditions 3.4 min. on No. 8; 5.4 min. on No. 13; due to faulty 
planning 10.2 min. on No. 11; 12.3 on No. 19; total 33.8 minutes. 
Elapsed time 152.7, minus unnecessary time 33.8, minus improvement in 
time 17.6 = 101.3 net time. 

The time study considered indicates a lack of four essential 
features of scientific management. 


1. Lack of incentive to workman. The moulder would keep 
his riddle and other tools close at hand if proper incen- 
tives were provided for efficient workmanship. Opera- 
tion 4. 


2. Lack of standardized conditions. Clamps and gaggers 
should be supplied to moulders in ample quantities. Oper- 
ations 3 and 13. 


3. Lack of planning. Copes and cores should be sent to the 
workman before needed. Operations 11 and 19. 


4. Lack of standard practice instructions. Revision of time 
taken on necessary operations 6, 9, 16, 18 and 22 indi- 
cates the necessity for instructing workmen through stan- 
dard practice instruction. 


Following the completion of time study work, standard prac- 
tice will be developed, scientific planning instituted, conditions 
standardized and incentives provided. Industrial accounting is 
vitally interested in these features. Following the development 
of these phases of efficiency work an immediate improvement 


363 











The Journal of Accountancy 


may result, but a high increase in efficiency is not to be expected 
at once. Methods become habits—the old are gradually over- 
come and replaced by the new. Industrial accounting is the eye 
of the management, noting the progress of each feature of the 
efficiency campaign. 

Standard practice instruction is a direct result of time and 
motion study. A number of studies must be made and changes 
in equipment may become necessary before standard practice in- 
structions can be prepared. The standard practice instructions 
list the best sequence of motions comprising an operation and the 
tools, speeds and feeds to be used, together with the time allowed 
for each motion. A simple form of instruction sheet or card 
used for machining operations is shown as an illustration. 





STANDARD PRACTICE INSTRUCTION Sa adic s 
Sheets.... Sheet.... Date...... Drawing No... Machine No... 
Component............ RII. co ciccts ene 


Kind of material..... Total lot time.... Total piece time..... 





Operation |Instruction| Tool | Cut |Feed|Speed|Lot time|Piece time 
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Lot time is separated from piece time, since work of prepara- 
tion is the same for few as for many pieces. Suppose a workman 
is assigned to a job calling for 100 pieces, and the lot time is 22.5 
minutes and the total time per piece 2.9 minutes. The standard 
for the job is found to be: 


100 x 2.9 = 290 minutes, plus 22.5, or 312.5 minutes. 


In determining the standard time to be established for each 
motion for incorporation in the standard practice instruction, the 
results obtained under a number of identic time studies must be 
reviewed. The revised necessary time must be considered, and 
a fair result found for use as standard. For example, five 
studies made on an operation may show. 


Ist 2nd 3rd 4th = Sth = Total Average 
24 .20 .23 25 29 1.21 24 


A single average, however, seldom works out satisfactorily, 
especially where a number of studies produce pronouncedly 
high results. These should be eliminated. There may be one 
very good result, but the remaining studies may be generally 
somewhat above the best result. Consequently an average of 
the results remaining after elimination of the excessively high 
readings would be influenced by the number of readings con- 
sidered, i. e. 


Ist 2nd 3rd 4th Total Average 
24 ~=.20 .23 25 92 .23 


The best result seems to be obtained by averaging those above 
the best reading, after elimination of excessive readings, and 
again striking an average between the best and average read- 
ing, i. e. 


Ist 3rd 4th Total Average 
.24 .23 25 72 24 
Average _ Best reading Total Standard 
2nd average 
24 .20 At 22 


The times ultimately established for standard practice fur- 
nish the second of the four basic standards used in industrial ac- 
counting: standard number of man or machine hours per unit 
of output. 
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INCENTIVES TO WORKMEN 


Incentives must be placed before the workmen, in the form 
of substantial rewards for their efforts to attain the standard 
times for operations as determined under time study and expressed 
in the standard practice instructions. The workman is rewarded 
in proportion to the efficiency attained. For example, a work- 
man may be assigned a job standardized at 312.5 minutes, and 
actually complete the work in 345. minutes. His efficiency is 


312.5 + 345. = 90.6% 


A bonus is paid in addition to his day wage, based upon his 
efficiency. But the bonus must not be calculated on individual 
jobs. The general or collective efficiency during a full pay- 
period should be the basis for reward. Workmen’s bonus record 
cards are used to ascertain general efficiency. An example is 
given in the following illustrative form: 




















WORKMAN ’S NO. 432 HOURLY WAGE RATE 30c 
Name Henry Jones DEPARTMENT X 
BONUS RECORD 
from (date) to (date) 
S.P.L. TIME %o 

Date No. Std’d. Actual | Effy. Bonus 
10/1} 421 9.4 10 
10/2} 280 4.2 4.3 

“ 341 5. 5.7 
10/3} 133 8.8 10. 
10/4} 164 92 10. 
10/5| 280 8.5 10. 
10/6| 421 3.4 5. 

48.5 55. 88.2 2.10 

















A bonus system provides for a variable percentage to be paid 
upon the wage earnings according to the percentum of efficiency. 
For example, the illustrative bonus record shows the workman’s 
efficiency as, 


48.5 + 55 = 88.2% efficiency. 
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Under a bonus scale providing for a 15% bonus for 88.2% 
efficiency and 30% for 100% efficiency the actual labor cost 
(workman’s earnings) and standard labor cost will be 


Standard labor cost 
Wages 48.5 hrs. @ 30c $14.55 





Bonus 30% on 14.55 4.37 
Total $18.92 

55 hrs. @ 30c $16.50 

15% on 16.50 2.48 

Total $18.98 


The standard labor cost per hour will be 


Wage rate, 30 cents 
Bonus 30% 9 “ 





Total 39 cents 


The hourly labor wage rate plus the bonus computed for 
100% efficiency provides one element of the third of the fourth 
basic standards used in industrial accounting: standard cost per 
man or machine hour. Where labor is compensated under the 
straight piece rate system the wage rate considered in the de- 
termination furnishes the labor cost element of the standard cost 
per man hour. 

Setting the bonus scale should be done with extreme cau- 
tion. The result under the assumed efficiency of 88.2% indi- 
cates an eight cent gain in labor cost for 100% efficiency. The 
gain is negligible, but in view of the saving in hours amounting 
to 6.5 (55 minus 48.5), and the consequent saving in fixed 
charges through increased capacity for production the high rates 
of bonus may be warranted. 

In setting the bonus scale the total possible saving should be 
determined, the proportion of the saving to be allowed to the 
workmen for 100% efficiency decided, and the minimum degree 
of efficiency warranting a bonus ascertained. 

The elements of cost incident to operations, as non-produc- 
tive labor, foremen’s salaries, depreciation, heat, mechanical 
power, etc., which do not vary in the aggregate with natural 
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changes in productivity due to the varying efficiency of work- 
men, should be determined. These are termed constant depart- 
mental cost and should be reduced to standard cost per hour. 
The possible saving at 100% will equal the possible reduc- 
tion in time (ascertained by time study or from the cost records) 
multiplied by the labor wage rate plus standard constant cost per 


hour. 


For example, assume, 


1. 


wm & Ww DN 


Cost records show the average time per unit of out- 
put for the operation as 50 minutes. 


. Standard practice instruction calls for 40 minutes. 

. The wage rate per hour is 30 cents. 

. The constant departmental hour cost is 60 cents. 

. It has been decided to give 60% of saving to work- 


men for 100% efficiency. 


The result is, 


1. 


2. 


40 min. + 50 min. = 80% minimum of efficiency 
warranting bonus. 
50 min. — 40 min. = 10 minutes as possible saving in 
time at 100% efficiency. 

. Wages for 10 minutes @ 30 cts., per hr. $ .05 
Constant departmental cost for 10 min. 

@ 60 cts. per hr. .10 

Possible saving per unit at 100% efficiency, 15 


. 60% of 15 cents = 9 cents bonus to be paid per unit 


at 100% efficiency. 


. 9cents + 20 cents (standard wage cost per unit) = 


45% bonus to be paid on wage earnings for 100% effi- 
ciency. 


The bonus scale for varying degrees of efficiency must recog- 
nize these results, and the following points must be considered: 


1. 


Workmanship is only recognized as efficient when 
above 80%. 


2. Percentage of bonus at 100% efficiency can be safely 


set at 45%. 
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Obviously, a bonus scale should always be based upon the 
peculiar circumstances in each case, and in many plants it will 
be advisable to establish distinct bonus scales for differing opera- 
tions when large variations in possible savings appear. 

To illustrate, assume the facts considered in the foregoing 
example, with this exception, i. e. 

The constant departmental hour cost is 15 cents. 

The result is, 





Wages for 10 minutes at 30 cts. per hr. 05 
Constant departmental cost for 10 minutes @ 

15 cts. per hr. 025 

Possible saving per unit at 100% efficiency, $ .075 


If the 45% bonus previously found were applied on the wage 

earning per unit at 100% efficiency the result would be, 
45% of 20 cents = .09 

An actual loss to the company would result amounting to 
$.015 per unit of output. 

Co6RDINATED PLANNING 

Planning is a centralized production-controlling function, ex- 
ercised by a special department. Its purpose is to schedule pro- 
duction with reference to materials on hand, work in process and 
the availability of machines, dies, patterns, etc. 

All orders must pass through the planning department, and 
no work can be undertaken in the shop except as authorized by 
the planning department. Manufacturing orders are analyzed 
as to materials required and the standard time required to per- 
form the various operations involved. The work is assigned to 
workmen according to their availability, considering the amount 
of work, in. standard time, ahead of each man or machine. 
Limited space will not allow a complete description of planning 
and control methods, and only those features directly affecting 
inJustrial accounting will be treated. 

Coodrdinated planning considers the relation between the stan- 
dard time of each operation on each part to the time on all other 
parts entering into an article to be produced. The necessary 
information is obtained from a manufacturing record, which 
specifies quantities of various kinds of materials required, opera- 
tions to be performed and the standard time allowances. An 
illustrative form is shown for a simple case of regular produc- 
tion. 
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As an illustrative case, assume that 200 articles A are to be 
produced. 

Materials needed are: 

200 x 28.78 Ibs. of 12” x 12” No. O sheet brass = 5756. Ibs. 

200 x 3.668 Ibs. of 1’ 2” round aluminum bars = 733.6 lbs. 

200 x 3.689 Ibs. of 1’ 1” square brass rods = 737.8 Ibs. 

200 x 30. lbs. of 12” x 12” 000 iron plates = 6000. Ibs. 


By reference to stores records the planning department is in- 
formed as to the quantities on hand, and whether or not the stock 
is sufficient to start operations. In most cases the information 
regarding materials is on separate bills of materials. But, re- 
gardless of how it is presented, the information must be available 
for such use by the planning department. The data regarding 
material is also used to ascertain the standard material cost. 
Legitimate waste in material occurs, and if such waste can be 
utilized the progress of the efficiency methods will have deter- 
mined the best use for various kinds of waste and will have 
placed a value upon it. 

The material required per part as exhibited in the manufac- 
turing record or bill of material, priced at the general purchase 
price when the methods were introduced, less the value of waste, 
furnishes the fourth of the four basic standards used in indus- 
trial accounting: standard material cost per unit of output. 

The time required to produce the 200 articles A is, 


200 x 9.3 minutes, or 1860 minutes for operation V 
200 x 6. iii “ec 1200 ce “ “ x 
200 x 44 “ “ 880 ceé “ ‘“ Y 


Properly to assign work, the relative time for all pieces and 
the relative time for operations on each piece must be considered 
by the planning department, but its treatment is beyond the scope 
of this article. The manufacturing record is, however, of im- 
portance in determining the first of the four basic standards used 
in industrial accounting; and calculations as illustrated must be 
made for the entire list of articles manufactured, to determine 
the balanced condition of the plant, since this also vitally affects 
the standard cost per man or machine hour. 

Productive factory balance is usually one of degree, and effi- 
ciency methods aim to improve this balance. When all equip- 
ment can be fully utilized every hour of the manufacturing period 
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the productive balance is perfect. Where a regular and uniform 
product is produced for future sale this balance may attain a 
high degree, but the more diversified the production and the 
more it is dependent upon advance sales effort the lower the 
degree of possible balance to be attained. Two factors in- 
fluence this productive balance: 

1. Capacity of facilities. 

2. Demand of products upon the facilities. 

In turning chilled-iron rolls special lathes are used. The 
product may call for a certain amount of this work, possibly 
averaging 5 hours a day. The capacity of the lathe based on a 
factory schedule of 260 ten-hour days would amount to 2,600 
hours, but the demand of the product upon the lathe would only 
amount to 5 hours for 260 days or 1,300 hours. The possible 
machine hours are 2,600 but the standard machine hours are only 
1,300. Efficiency methods determine both the capacity hours 
and the standard hours. A close study of productive demand and 
productive capacity may result in changes being made to im- 
prove the balance, since productive balance vitally affects unit 
cost of product. The output of any article is limited by the lowest 
capacity of any single producing facility. 

As an example, assume a factory engaged in the manufacture 
of three articles A, B and C. These articles are composed of the 
following parts processed in three departments V, X, and Y. 

Article A 


Part numbers, 421 422 423 424 

Parts per article, 2 1 1 2 
Article B 

Part numbers, 422 423 424 425 426 
Parts per article, 2 3 1 4 6 
Article C 

Part numbers, 421 423 424 425 427 
Parts per article, 2 3 1 4 6 


The productive demand must be calculated upon contemplated 
production, which is based upon a knowledge of market con- 
ditions and past sales experience. 

Assuming the contemplated production as 

40,000 articles A 
50,000 articles B 
100,000 articles C 
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The necessary total numbers of various parts are: 
For 40,000 For 50,000 For 100,000 Totals 


Parts articles A articlesB articles C for A, B&C. 
No. 421 80,000 200,000 280,000 parts 
422 40,000 100,000 140,000 “ 


423 40,000 150,000 300,000 490,000 “ 
424 80,000 50,000 100,000 230,000 “ 


425 200,000 400,000 600,000 “ 
426 300,000 300,000 “ 
427 600,000 600,000 “ 


By applying the standard times per operation to the various 
parts, the standard times being taken as, 


Part Operations 
No. 421 V 1.1 min. X 2.5 min 

422 V 2. min, a * 
423 V 1.5 min. [= = 
424 V 18 min. (2° fe 
425 V 2. min. 

426 X 4 min. : =2* 
427 X £8 min. = we" 


the parts are reduced to minutes required per operation: 
Operation V 
Part No. 421 280,000 x 1.1 308,000 minutes 
422 140,000 x 2. 280,000 “ 
423 490,000 x 1.5 735,000 P 
424 230,000 x 18 414,000 “ 
425 600,000 x 2. 1200,000 “ 
60) 2937,000( 48,950 hours 
Operation X 
Part No. 421 280,000 x 2.5 700,000 minutes. 
422 140,000 x 1. 140,000 “ 
426 300,000 x .4 120,000 “ 
427 600,000x 8 480,000 “ 
60) 1440,000( 24,000 hours 
Operation Y 
Part No. 423 490,000 x 2. 980,000 minutes 
424 230,000 x 1.2 276,000‘ “ 
425 300,000x 5 150,000 “ 
426 600,000 x 7 420,000 “ 
60) 1826,000( 30,430 hours 
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The standard numbers of man or machine hours per annum 


equal 
Department V, 48,950 hours 
“ X, 24,000 “ 
2 Y, 30430 “ 


The capacity of the departmental facilities must be ascer- 
tained. Assume single-operation machines in each department, 


aggregating 
Operation V 15 machines 
_ X 9 machines 
° 4 12 machines 


The productive capacity for 260 ten-hour days is 
Operation V 2600 x 15 = 39000 hours 

7 X 2600x 9= 23400 “ 

4s Y 2600 x 12 = 31200 “ 


Placed in comparison the results show: 





Productivity Operation V Operation X Operation Y 
Capacity 39,000 23,400 31,200 
Demand 48,950 24,000 30,430 
as =—— dee eee 770 
Excess demand 9,950 :  ..-epiteee 


Expressed in percentage to demand the lack of balance indi- 
cates : 
Operation V 20.3 % minus 
Operation X 2.5 % minus 
Operation Y 2.6 % plus 
The small percentum of variation in departments X and Y is 
negligible, but the capacity of V must be improved, or an actual 
curtailing of production will correspondingly result under opera- 
tions X and Y. Four machines must be added in department V, 
or a change in contemplated production must be made. The 
additional four machines would raise the productive capacity of 
V to 49,400 hours—changing its percentage from 20.3% excess 
demand to .9% excess capacity. The standard number of man 
or machine hours remains as calculated for productive demand. 
Analysis of contemplated production on the basis of improved 
productive balance furnishes the first of the four basic standards 
used in industrial accounting: standard number of man or machine 
hours per annum, reduced to a periodic average. 
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Completion of the third basic standard has yet to be consid- 
ered. The wage rate per hour plus bonus at 100% efficiency 
equals the direct labor value of the standard cost per man or 
machine hour. Other departmental operating cost, as machine 
depreciation, non-productive labor, power, light, heat and super- 
vision, are calculated and apportioned for each department on 
an annual basis. The results are divided by the standard num- 
ber of man or machine hours per annum as determined for each 
department. 

General operating costs divided by standard number of man 
or machine hours per annum, plus the hourly wage rate, plus 
bonus per hour at 100% efficiency, furnishes the third of the 
four basic standards used in industrial accounting: standard cost 
per man or machine hour. 


RESUME 


Determination of the four basic standards used in industrial 
accounting : 


1. Standard number of man or machine hours per annum, 
reduced to a periodic average. Analyze the production contem- 
plated on the basis of improved productive balance into total 
standard time required under each manufacturing process or de- 
partment, and reduce to a periodic average. 

2. Standard number of man or machine hours per unit of 
output—as embodied in the standard practice instructions and 
used by the planning department in scheduling production. 

3. Standard cost per man or machine hour. Sum up for 
each manufacturing process or department the established hourly 
wage rate, bonus earnings per hour at 100% efficiency and the 
general operating cost reduced to an hourly rate based on the 
standard hours determined under 1. 

Or, use piece rates instead of wage rate plus bonus earnings. 

4. Standard material cost per unit of product. Value the 
material required as indicated by the bills of material or manu- 
facturing record, at the general market price at the time the 
methods were introduced, less the value of any legitimate waste. 








The Journal of Accountancy 


Published monthly for the American Institute of Accountants b 

THE RonaLp Press Company, 20 Vesey Street, New York, N. y. 

Thomas Conyngton, President; oe . Warner, Secretary; 
Hugh R. Conyngton, Treasurer. 








A. P. RICHARDSON, Editor 


EDITORIAL 
File Early 


Many accountants have been expressing the opinion that the 
treasury department should extend the time for filing all tax 
returns beyond the legal date, on the principle that every ac- 
countant’s office is so overworked and the staff of men so small 
that it would be almost impossible to prepare the returns in 
time. It is pointed out that last year it was necessary to grant 
extensions. Arguing on the principle that the congestion of 
last year will be exceeded this year, accountants aré already 
beginning to be fearful of the labors which will be thrust upon 
them during the coming winter months, and it is certain that 
there will be tremendous demands upon the profession in its 
efforts to comply with the requirements of the law and of busi- 
ness. 

There is, however, another side to the question. The treas- 
ury is quite as hard pressed as are the accountants and while 
it is probable that the commissioner of internal revenue will act 
generously in regard to specific applications and in the light of 
individual circumstances, it is necessary that returns be made 
promptly in order that the taxes may be collected within the 
fiscal year. 

If taxpayers will make a point of filing their returns at the 
earliest practicable date in each instance, the burden upon the 
treasury will be immensely relieved and, incidentally, the burden 
upon the accountants will be lessened. If there is no putting 
off until tomorrow what can be done today in the way of filing 
returns, it will be possible for the treasury to pursue a more 
liberal policy in the case of taxpayers who really need extra 
time. 








376 














Editorial 


Most of us are inclined to put off the filing of returns until 
the last week, if not the last day, of the filing period, when, as a 
matter of fact, the great majority of us could file our returns 
long before the termination of the period allowed. 

Speaking numerically, probably seventy-five per cent. of in- 
dividuals could file their returns during January, or as soon 
thereafter as the blanks are available, as conveniently as they 
could on the 15th day of March, but unless a concerted effort is 
made to secure early filing of returns, only a very small propor- 
tion of taxpayers will prepare and file their returns before they 
are compelled to do so. 

In the case of corporations, it is of course more difficult to 
file returns early, but among smaller corporations the accounts 
are usually closed within thirty days after the end of their fiscal 
years. The returns of such corporations should be prepared and 
filed immediately thereafter. 

Incidentally it may be noted that the pending bill lays stress 
upon the fiscal, rather than the calendar year, and unless this is 
changed before the bill becomes law, corporations and indivi- 
duals who can conveniently do so should file their returns upon 
the basis of their fiscal, rather than their calendar years. 

This brings us back to the question which has been dis- 
cussed so frequently at meetings of the American Institute of 
Accountants and in the pages of this magazine, namely, the dis- 
tribution of labor over the year. It will be remembered that 
the institute’s predecessor, the American Association of Public 
Accountants, made great efforts to impress upon congress the 
desirability of allowing the filing of returns based upon the 
natural fiscal year of corporations, partnerships and individuals. 
This effort resulted in the permission to adopt a fiscal year ter- 
minating at the end of any calendar month in the case of cor- 
porations, and a similar permission has been written into the 
rules of the treasury department in regard to the reporting of 
profits accruing from partnership operations. So far individuals 
have not been given the privilege of reporting for any year other 
than that ending December 31st, but we trust that the option 
which has been given to corporations and partnerships with such 
beneficial results will shortly be extended to embrace all tax- 
payers. 
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Here, then, is an opportunity for the accountants of the 
country to render distinct service to the government and to 
themselves. 

In the first place they can, wherever permissible, urge the 
adoption of a ‘iscal year not coincident with the calendar year. 
By so doing they can distribute the labor of preparing state- 
ments of account and tax returns. This will be of vast ad- 
vantage to the overworked staff of the treasury department and, 
of course, of equal benefit to the accountants themselves. 

In the second place, they can impress upon all taxpayers 
with whom they come in contact the importance of adopting a 
natural rather than a calendar fiscal year, and also urge that 
immediately following the completion of the statements of ac- 
count, the tax returns, to be based upon such statements, be 
predared and filed. 

There will, of course, be many cases in which it will seem 
necessary to ask for an extension of time. Circumstances in 
each case must be considered and, where it is inevitable that 
further time be requested, the permission may be asked in good 
faith and with fair confidence of success. It is altogether wrong, 
however, to ask for extension of time unless it be absolutely 
necessary. One of our greatest war efforts is the collection of 
taxes and anything which can be done to facilitate that effort 
should be done by every loyal American. 

Naturally, the great bulk of returns will be based upon the 
calendar year, and we cannot get away from the heavy volume 
of work which must come in January and February; but every- 
one can do something to help distribute the burden and also to 
encourage prompt compliance with legal requirements. 

It is an important matter, and we bring it to the attention of 
our readers in the hope that everyone will do something to ex- 
pedite the preparation of returns. It is not merely a moral but 
also a patriotic duty so to do. 





Trials Based On Questions of Principle 


At the annual meeting of the American Institute of Account- 
ants there were several trials of members of the institute, result- 
ing in penalties ranging from reprimand to expulsion. The 
institute is justifying its claim that it can be trusted to main- 
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tain the professional standing of accountancy, and to inflict pun- 
ishment where the council deems necessary. 

One important feature of the trials so far held by the institute 
deserves consideration. This point is the omission or inclusion 
of the name of the client concerned, where charges are based 
upon the rendering of a statement or the certification of a state- 
ment at variance with sound accounting principles. 

There is a natural disinclination on the part of accountants 
to bring charges that may involve the name of the client con- 
cerned and it is immensely gratifying to know that the council 
does not consider the inclusion of the name of the client to be 
at all essential. We believe that if this fact were generally 
known there would be a far greater readiness to make complaint 
of unprofessional practice. It is one thing to accuse a practitioner 
of wrongdoing and quite another matter to obtain the consent 
of a client to the introduction of statements which may be con- 
fidential and are almost certainly protected by professional 
etiquette. 

At the recent meeting of the institute a case brought by cer- 
tain members against certain other members was so handled by 
the complainants that the name of the company, whose reports 
were the subject of discussion, was not introduced. The de- 
fendants, on the other hand, brought in the name of the corpora- 
tion, and by so doing introduced an element of concreteness 
which was neither desirable nor necessary. The council went 
on record as commending the action of the complaining mem- 
bers and deprecating the action of the defendants. 

At the annual meeting of 1917 a somewhat similar case was 
tried in which both complainants and defendants omitted the 
name of the corporation concerned, and the case was tried purely 
on the questions of principle involved. 

In nine cases out of ten there can be no necessity to go into 
minute detail. Charges almost always concern some accounting 
principle which is alleged to have been infringed by the defendant, 
and there is no reason why the trial should not confine itself 
solely to the broad general principles without concrete fact. 

The complaints are generally based upon a specific instance 
of unprofessional or undesirable accounting practice, and, in the 
great majority of cases, the facts will be admitted. If defense 
be made it will generally be based upon a difference of opinion 
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as to what constitutes correct practice. Where there is admis- 
sion of fact the name of the client is, of course, a matter of no 
concern, 

There might be cases in which a practitioner would depart 
widely from the established principles of professional practice, 
and when charged with the offence deny the facts. In such cases 
it is conceivable that the reports concerned might be required in 
evidence, but even in such circumstances it would be possible to 
present the reports with names omitted, except in a very small 
number of cases. 

If accountants generally understand that their clients can be 
protected by absolute anonymity there will certainly be a far 
greater inclination to clean house where house-cleaning is neces- 
sary. 

When the American Institute of Accountants was formed, 
one of the chief merits claimed for the new organization was its 
ability to discipline members. In response to inquiries from 
important departments of the government as to what would be 
done in the case of false returns or erroneous statements of 
account, the promise was definitely given on behalf of the insti- 
tute that there would be rigid, impartial justice and discipline 
whenever the occasion arose. 

This promise must be kept, and, therefore, it is the duty of 
those persons, whether accountants or not, who discover in- 
stances of wrongdoing on the part of accountants, to bring the 
facts before the council of the institute so that the profession 
may be protected and the interests of the business and financial 
community may be surrounded with every safeguard. 
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Income Tax Department 
Epitep sy JoHN B. Niven 


The only regulation issued by the department during the past month 
(No. 2759) is given below. Congress is still engaged in its consideration 
of the new revenue bill. 

TREASURY RULING 


(T. D. 2759, Oct. 2, 1918) 
Income tax. 


Amending article 35, regulations No. 33, revised, and T. D. 2716, by pro- 
viding that the first collecting bank or agent shall be the source of 
information in all cases of foreign items, except where the item is an 
interest item; that where a foreign country or corporation issuing the 
interest-bearing obligations has a paying agent in this country, such 
paying agent shall be the source of information; and that if no such 
agent has been appointed, then the last bank or collecting agent in this 
country which handles the interest item shall be the source of infor- 
mation. 

(1) Article 35, regulations No. 33, revised, as amended by T. D. 
ie is hereby amended to read as follows: 

Art. 35. Such returns of information shall be required, regardless of 
amount, in the case of payments of interest upon bonds, mortgages, or 
deeds of trust, or other similar obligations of domestic or resident cor- 
porations, joint-stock companies, associations, and insurance companies, 
and in the case of foreign items. The original ownership certificates, when 
duly filed, shall constitute and be treated as returns of information. 

The term “foreign item,” as used in this article, means any dividend 
upon the stock of a foreign corporation or any item of interest upon the 
bonds of foreign countries or foreign corporations, whether or not such 
dividend or interest is paid in the United States or by cheque drawn on a 
domestic bank. The term “foreign corporation,” as used in this article, 
means one not organized and existing under the laws of the United States 
or of any state or territory thereof or of the District of Columbia, Porto 
Rico or the Philippine Islands. 

Wherever a foreign country or foreign corporation issuing bonds has 
appointed a paying agent in this country, charged with the duty of paying 
the interest upon such bonds, such paying agent shall be the source of 
information. If such foreign country or foreign corporation has no such 
agent then the last bank or collecting agent in this country shall be the 
source of information. In the case of dividends on the stock of a foreign 
corporation, the first bank or collecting agent accepting such item for 
collection shall be the source of information. 

Where bonds of foreign countries, or bonds or stocks of foreign cor- 
porations, are owned by citizens or residents of the United States, indivi- 
dual or fiduciary, or by domestic or resident corporations, joint stock 
companies, associations, insurance companies, or partnerships, ownership 
certificate 1001A shall be executed by the actual owner, or by his duly 
authorized agent, when presenting the item for collection, whether such 
item is a dividend or an interest payment, except in the case of a foreign 
country or a foreigu corporation having paying agent in this country and 
issuing bonds which contain a “tax-free” covenant clause. In such cases 
the paying agent is required to withhold the normal tax upon the interest 
on such bonds, and ownership certificate, form 1000, properly modified 
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to show that the debtor has a paying agent in this country, should be 
used, unless the owner desires to claim exemption, in which case form 
1001A should be filed. 

Where bonds of foreign countries, or bonds or stocks of foreign cor- 
porations are owned by nonresident alien indiv iduals, or foreign corpora- 
tions, associations, or partnerships, ownership certificate, form 1071, re- 
vised, shall be used for and on behalf of such owners by any responsible 
bank or banker, either foreign or domestic. 

Banks or agents collecting foreign items are required to obtain a 
license from the commissioner of internal revenue to engage in such busi- 
ness and are subject to such regulations for the furnishing of information 
as the commissioner, with the approval of the secretary of the treasury, 
shall prescribe, and to the penalties prescribed for failure to obtain such 
license (act of September 8, 1916, section 9 (f), as amended by act of 
October 3, 1917, section 1205). A blank application (form 1017) for such 
license may be obtained, upon request, from any collector of internal 
revenue. This license is issued without cost. 

Foreign items shall not be accepted for collection by any bank or col- 
lecting agent so licensed unless indorsed as hereinafter provided or accom- 
panied by proper ownership certificates (form 1001A, form 1000, properly 
modified as outlined above, or form 1071, revised, as the case may be), 
giving all information called for by such certificate. In all cases in 
which the first licensed bank or collecting agent is the source of informa- 
tion, such licensee shall detach the ownership certificate, and indorse on 
the item the words “certificate detached and information furnished,” add- 
ing his name and address. Where an interest coupon is received for col- 
lection, the ownership certificate shall accompany the coupon to the 
paying agent in this country or if there is no such agent then to the last 
bank or collecting agent handling the item in this country. When more 
than one coupon of the same maturity is received at one time from the 
same owner and from the same issue of bonds, a single certificate may 
be used for all of such coupons. When foreign items have been indorsed 
as above prescribed, the certificates shall be detached and forwarded to 
the commissioner of internal revenue (sorting division), Washington, 
D. C., on or before the 20th day of the month following that during 
which the items were accepted, accompanied by a letter of transmittal, 
showing the number of certificates and the aggregate amount of foreign 
items disclosed thereon. 

In all cases in which the paying agent or the last bank or collecting 
agent in this country is the source of information, the ownership certif- 
icate shall accompany the coupon to such agent or sources of information, 
who shall forward the ownership certificate to the commissioner of inter- 
nal revenue, in the manner provided where such duty is placed upon the 
licensee: provided, however, that in case ownership certificate, form 
1000, is used as provided above, the paying agent shall make return on 
form 1012, as provided in the regulations. 

(2) In order that these requirements may be complied with, cer- 
tificates form 1001A and form 1071 (revised) will be provided by the 
government and furnished to collectors of internal revenue for distribu- 
tion to the public. Form 1001A, as hereby revised, shall be in the fol- 
lowing form: 

ForEIGN ITEMS 


Form 1001A (revised). Names must be printed or written 
United States Internal Revenue. plainly. 
Ownership certificate—Tax not to be paid at the source. 


[For the use of citizen or resident owners of stock of all foreign corporations and 
citizens or resident owners of bonds of foreign countries or foreign corporations 
not having a paying agent in the United States.] 
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DEBTOR ORGANIZATION. 
DEN dc cvceeescakdebondadnesnacea 


INE. isha ida casas aaden baaicae 


OWNER OF BONDS OR STOCKS. 
NE b.6:iaca tcanmvanatdseneeeanel 


BEE isc ccicainaad bckdawaen 


(On line above give full doocsigtion of foreign item, date of dividend, or maturity 
of interest.) 


I certify that the owner of the 
bonds or stock upon which the 
above-described income accrued falls 
within the class of persons or or- 
ganizations opposite which such 
income is entered, and is entitled 
to receive the income reported with- 
out deduction of tax. 

(Signature of owner or agent.) 


eeereee eee eee eee eeeee 


Address hasten ‘ Sask ance 
of 
SOM Fle cticscrcscesecoes eee 


If owner is an individual, is he 
a 


If not, is he the head of a family? 





Inter- Divi- 


Owner. est. dends. 





1. Citizen or resident 
of the United States, 
individual or fidu- 
Cciary. 

2. Domestic or resident 
corporation, associa- 


tion, or partnership. 


ee 





Fiduciaries must enter under 
“Owner of bonds or stocks” the 
name of estate, trust, or benefi- 
ciary on behalf ‘of whom this cer- 
tificate is made. 

If securities are owned jointly 
by several persons, one may sign, 
and the names, addresses, and pro- 
portion of ownership of each be in- 
dorsed on the back hereof. 


Notte.—The first licensed bank or collecting agent receiving this certificate is re- 
quired to detach and forward it to the commissioner of internal revenue (sorting 
division), Washington, D. C., accompanied by a letter of transmittal showing the 
number of certificates and the aggregate amount of foreign items disclosed thereon; 
except that in the case of interest on bonds, the coupon accompanied by the proper 
ownership certificate shall be forwarded to the paying agent in this country, if one 
has been appointed, and in cases where there is no such agent the certificate shall 
accompany the coupon to the last bank or collecting agent handling the item in this 
country. The certificate shall be detached by the paying agent and forwarded to the 
commissioner of internal revenue with a letter of transmittal. If the debtor has 
no paying agent in this country the last bank or collecting agent handling the interest 
item shall detach the certificate and forward same to the commissioner of internal 
revenue in the same manner as prescribed in case the first licensed bank or collecting 
agent is the source. When the certificate is detached by the first licensed bank or 
collecting agent such bank or agent shall indorse upon the foreign items, “Certificate 
detached and information furnished.......ccccccccccsccccccccsccsesccscscocccoce” 

(Name and address of licensee.) 


Bi ssdaccnsacenscaus 


T. D. 2716 and other rulings by this office in conflict herewith are 
hereby superseded and repealed. 
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Students’ Department 
Edited by Stymour Watton, C.P.A. 
(Assisted by H. A, Finney, C.P.A.) 


Wuat 1s GoopwiLL WortH? 


An article with the title What is Goodwill Worth? appeared not 
long ago in a business magazine of large circulation. In our opinion 
there are several serious errors contained in it, which should not be 
allowed to pass unnoticed. 

In regard to the basis of valuation the article says: “The basis as 
used by most accountants is to set up the value of goodwill on so many 
years’ average net profit earned by reason of the existence of goodwill. 
To find this profit it is necessary first to ascertain the average capital 
invested. A common error is to take only the profits for a number of 
years, to find an average yearly profit, and then to deduct the amount 
which the appraiser considers should be earned by a business in any event. 
The resultant figure is then called the annual profit due to goodwill. 

“This method does not recognize the profits derived from the capital 
already in the business. Such profit should be estimated and deducted 
before any figure is reached which can properly be termed a value of 
goodwill. All money is presumed to earn at least a banker’s interest. 
The goodwill is the earning power over and above that figure.” 

These two paragraphs contradict each other. The first one says that 
it is an error to deduct the amount which the appraiser considers should 
be earned by a business, and the second one says that the profits derived 
from the capital already in the business should be deducted. This seems 
to make a distinction between the amount which should be earned by a 
business and the amount derived from the capital already in the business. 
Of course, there is no such distinction. The amount fixed by the ap- 
praiser must be based on the profits which should be earned by the aver- 
age capital invested in the business. In fact, the appraiser fixes the rate 
of profit which is to be considered normal. The application of that rate 
to the capital employed determines the amount of the profits. In the case 
of a sale of goodwill the rate is more often fixed by agreement between 
buyer and seller than by the estimate of an appraiser. 

The article then gives an example as follows: 

“It is easier to reason from a concrete example. Take the methods 
followed by the example shown on the sheet on this page. The average 
capital invested was arrived at by averaging the total preferred capital 
stock outstanding for the periods that were reviewed. Interest on this 
capital was computed at 7% because the concern’s certificate of incor- 
poration stipulates that the preferred stock of the company shall bear 7%, 
and because that is a fair return upon the investment in a private enter- 
prise—always a rather hazardous venture for the investor. 
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“Besides, the deduction for interest upon capital invested is consid- 
ered the compound interest upon the amount invested as goodwill. Inas- 
much as the value of this intangible asset is something that will be realized 
upon in the future over a certain number of years, the fact is clearly 
presented that these earnings have been discounted or anticipated. 

“The profits have to materialize before the amount invested in good- 
will is recovered; and the interest upon the anticipation of profits is 
therefore a justified charge against the value of goodwill. 

“The final excess of income over the cost of $1,295,731.64 extends over 
a period of eight years and eight months, which resulted in an average 
net yearly profit of $149,507.52. The average capital invested was $392,820, 
upon which the annual fixed interest charge of 7% is $27,497.40. The 
interest on the borrowed capital of the company is disregarded in our 
calculation. 

“Before deducting the amount of compound interest due through anti- 
cipation of profits from the investment of goodwill, it is necessary to 
consider the number of years at which to capitalize this residue of 
earnings. * * * 

“In the business which we are using as an illustration, it seemed that 
it would reasonably take 10 years to create a new goodwill. Therefore 
the value was capitalized at $1,220,101.20, less the deduction of $239,983.72, 
which represents the compound interest at 7% upon the anticipated profits 
for 10 years. The balance of $980,117.48 may be taken as the value of 
the goodwill. 





REPORT ON 
APPRAISAL OF THE VALUE OF GOODWILL 
Excess of 

Income from Cost of income Capital 

operations operations over cost employed 

6 months ending Oct. 31, 1909 6,955.77 2,068.79 4,886.98 50,000.00 
6 i - Apr. 30, 1910 77,158.98 62,679.82 14,479.16 50,000.00 
6 ° - Oct. 31, 1910 108,632.83 77,423.38 31,209.45 50,000.00 
8 ’ ” June 30, 1911 247,852.27 200,531.99 47,320.28 50,000.00 
6 ” - Dec. 31, 1911 183,925.81 158,517.00 25,408.81 85,000.00 
6 ” e June 30, 1912 310,246.15 204,031.38 106,214.77 87,100.00 
6 ™ ° Dec. 31, 1912 242,459.27 162,765.20 29,694.07 90,600.00 
6 ” a June 30, 1913 453,972.16 308,425.83 145,546.33 96,500.00 
6 - ” Dec. 31, 1913 481,334.62 380,419.07 100,915,55 100,000.00 
6 = - June 30, 1914 680,595.42 435,806.87 244,788.55 476,000.00 
6 = ¥ Dec. 31, 1914 348,946.24 279,013.60 69,932.64 414,000.00 
6 we - June 30, 1915 739,470.47 489,371.54 250,098.93 329,000.00 
6 " - Dec. 31, 1915 372,597.67 338,840.79 33,756.88 289,000.00 
6 - > June 30, 1916 410,412.06 382,884.63 27,527.43 289,000.00 
6 . - Dec. 31, 1916 429,739.30 409,856.12 19,883.18 274,000.00 
6 “i June 30, 1917 528,784.95 395,210.39 133,574.56 274,300.00 
6 ” as Dee. 31, 1917 263,363.72 302,869.65 (39,505.93 loss) 400,000.00 
TOTALS 5,886,447.69 4,590,716.05 1,295,731.64 3,404,509.00 
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Total excess of income over costs Capitalized at 10 
for eight years and eight months........ 1,395,733.64 yeard ..ccccsccces 1,220,101.20 
——————_ Less compound inter- 
Average yearly profits............... 149,507.52 est at 7% on profits 
7% on ($392,820) average amount of anticipated by capi- 
preferred stock issued and outstanding 27,497.40 talizing .......... 239,983.72 
122,010.12 


—————--— Value of goodwill 
1,220,101.20 Jan. 1, 1918...... 980,117.48 


“This sheet shows in detail how the ‘goodwill’ valuation of one concern was 
figured.” 


It will be noted that “the average capital invested was arrived at by 
averaging the total preferred stock outstanding for the periods that were 
reviewed.” No explanation is given for the use of preferred stock alone 
in arriving at the average capital. It could only be because the common 
stock did not represent any real assets at all, but even then the calcula- 
tion would be erroneous. The capital invested is not the face of the 
stock, whether preferred or common, or both. It is the sum of what- 
ever capital stock is actually invested in good assets and all the accu- 
mulated, undivided surplus which is also represented by assets. In other 
words the capital invested is the net worth of the business. 

Referring to the preferred stock, the author says: “Interest on this 
capital was computed at 7% because the concern’s certificate of incorpora- 
tion stipulates that the preferred stock of the company shall bear 7%, and 
because that is a fair return upon the investment in a private enterprise.” 

The question as to whether 7% is a fair return upon the investment 
has no bearing on the proposition whatever. The deduction from the 
total profits of profits amounting to 7% on the preferred stock is made 
because the profits to that extent are devoted to the payment of a fixed 
rate on the preferred stock, and therefore cannot be used for any other 
purpose. That rate may be inadequate or it may be excessive. It must 
be used nevertheless. 

The next step in the example is: “Besides, the deduction for interest 
upon capital invested is considered the compound interest upon the 
amount invested as goodwill. Inasmuch as the value of this intangible 
asset is something that will be realized upon in the future over a certain 
number of years, the fact is clearly presented that these earnings have been 
discounted or anticipated. 

“The profits have to materialize before the amount invested in good- 
will is recovered; and the interest upon the anticipation of profits is there- 
fore a justified charge against the value of goodwill.” 

This introduces the element of compound interest upon the amount 
invested in goodwill. As far as we know this is the first time that inter- 
est has been made an element of goodwill. This could be a correct pro- 
cedure only on the theory that the profits capitalized as goodwill con- 
stituted an annuity terminable at a fixed future date. It would therefore 
be in the nature of a premium paid for the business exactly similar to the 
premium paid for bonds, both premiums arising from the same cause, the 
excess of revenue above the normal rate. 


386 











Students’ Department 


However, there is a radical difference between the two premiums. 
Bonds have a definite date of maturity at which all premium paid dis- 
appears. Therefore the premium must be written off during the life of 
the bonds. No such condition attaches to the goodwill of a business. If 
the management continues to be efficient, the goodwill, instead of ex- 
piring at the end of a fixed time, will continue to be valuable, probably 
more valuable than ever. It does not even cease if the company owning 
it is obliged to go out of business by the expiration of its charter, be- 
cause it can be sold, along with the other assets, to a new company. 

The treatment of goodwill as the present value of a terminable annuity 
requires that a definite portion of it should be written off against profits 
annually. This is not only contrary to the general opinion of account- 
ing authorities, but is also out of harmony with the characteristics of 
goodwill itself. 

Whatever may be said of the article as so far considered, there is no 
question about the flagrant violation of a well established and universally 
recognized accounting principle in the calculation of the average profit. 
Nothing is more dangerous than the use of averages by those who do not 
fully understand their meaning. 

There is no accounting principle that is better established than the 
one which forbids the use of an average rate of profits unless those 
profits are virtually uniform for all the years covered, or have been grad- 
ually increasing from year to year. While the statement of the general 
average is true, it is misleading, when used as a basis for the calculation 
of future profits or of goodwill when the profits are decreasing or are 
of a violently fluctuating character. No dependence can be placed on 
the future when the past shows that the course of the business is un- 
reliable. 

Reference to the table showing “how the goodwill valuation of one 
concern was figured,” will furnish a full justification of the charge of 
the flagrant violation of accounting principles. The excess of income 
over cost shows no stability whatever, and the last 30 months show a 
most decided decrease below the average of the previous 74 months, 
ending with an actual loss in the last period of six months. If the per- 
centage of profits to capital employed is used as a basis of comparison, 
it exhibits a still more erratic fluctuation, varying between 150.8 per cent 
profit in the first half of 1913 to 9.9 per cent loss in the last half of 1917. 
The capital employed is the preferred stock, as already stated. 

No dependence can be placed on these figures. Unless some good 
reason can be given for the sharp decrease in profits towards the last, 
with a virtual certainty that there will be an immediate and permanent 
recovery, no reputable accountant would appraise the goodwill as more 
than speculative. To give it a valuation of $980,117.48 would be an absurd 
over-valuation. It is based largely on five or six exceptionally profitable 
periods which are by no means certain to recur. 

The writer of the article also states: “If the new company purchased 
the goodwill of another business, then it is proper in the first year to 
charge this goodwill at the amount paid for it. After the first year the 
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actual figures of the earning power of the asset should be taken on the 
performance records and the purchase price discarded.” 

This is absolutely contrary to all good accounting authorities. Good- 
will can appear in the accounts as an asset valued at what was paid for 
it—never for any more, and only for less if it is determined to write it 
off gradually as an undesirable asset. If in a going concern increase in 
the goodwill is credited to profits, there results a swelling of the profits 
which is not realized and which is liable to shrinkage. As the increase in 
value is caused by the increase in actual profits, and as these profits have 
already been taken into account, the addition of the increased value of 
the goodwill to the profits will cause a doubling of the apparent gains 
and thus may lead to the impression that the business is doing twice as 
well as it really is, and may lead to further increased dividends not 
authorized by the real conditions. 


CARRYING STOCK IN OTHER COMPANIES 


Editor, Students’ Department: 

Str: In referring to Mr. R. J. Bennett’s book, Corporation Account- 
ing, pages No. 129 and No. 130, paragraph 114, I observe a point in con- 
nection with the entries incident to the purchase by a corporation of the 
stock in another company, which is contrary to my idea of the correct 
handling of same and regarding which I would like to have you enlighten 
me. 

To quote from the above: “Such investments are usually entered up 
at cost price and, when sold, at the selling price, the profit or loss sus- 
tained as a result of the sale, will, of course be carried into the profit 
and loss account. To illustrate the entries involved, assume that the 
American Trading Company has purchased $300,000 par value of stock 
of the Baldwin Mercantile Company for $250,000. It later disposes of 
$40,000 face value of this stock for $50,000, thereby netting a profit of 
$10,000.” The following entries are required for the proper recording of 
the transaction: 

Stock of other cOmMpamies.........cccccccee $250,000 
< gt ple pet cee eee $250,000 


For purchase of $300,000 par 
value of stock of the Baldwin 
Mercantile Company. 


Ee rt ae Oy eT Oe $50,000 
To stock of other companies............ $50,000 
For sale of $40,000 par value 
of stock of the Baldwin Mer- 
cantile Company. 


Stock of other companies..............0.- $10,000 
STN odo g s ccnaacnvcecaednse as $10,000 
For profit on sale of $40,000 
par value of stock of the Bald- 
win Mercantile Co. 


Am I right in my idea that the investment account, which has been 
charged with the cost of the stock, should be credited with only the cost 
of the stock sold and the actual profit carried to profit and loss account? 

It is obvious that, if the investment account is credited with the par 
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value of the stock sold, it will create a balance of $210,000, representing 
= shares, the cost of which is $216,666.67. I think entry should be as 
follows: 


CE Uaskrcdedntekecsusteiainiesadanaiades $50,000 
To stock of other companies............ $33,333.33 
POE ON. BID nicctecdsdadnsdescsccies 16,666.67 


To record sale of $40,000 par 
value of stock of the Baldwin 
Mercantile Company (cost 
price $33,333.33) for $50,000. 
Thanking you for any criticism you may see fit to make, I am 
Yours truly, 

Richmond, Virginia. F. M. K. 

I think that you are entirely correct in your contention that stock of 
other companies should be credited at cost for the portion sold. Credit- 
ing at par stock that was bought at a discount reduces the carrying value 
per share of the stock that remains. If it is desired to be conservative 
and reduce the value, it should be done by a specific entry, giving the 
proper explanation. 

It is not considered the best accounting practice to credit the profit 
made to profit and loss. That account should be used purely as a clearing 
account for normal operations. Unless the American Trading Company 
was engaged in the business of buying and selling stocks, the profits made 
in this case would be extra-normal and should be credited direct to 
surplus. 

Express CHARGES 


Editor, Students’ Department: 

Str: In our plant we receive express packages collect. These pack- 
ages are received by our receiving room and paid once a month to the 
express company. When we receive the bill at the first of the month we 
find a great deal of trouble in checking it back to the invoices. 

I suggested that the receiving room should have a petty cash account 
on the imprest system and pay for the express packages as received. 

Kindly advise me the best way of handling express packages collect. 

Yours very truly, . . 


Your idea of having an imprest petty cash for the express charges is 
a good one, but is open to the objection that there is no check on the 
receiving clerk, if he is the only one to receive the package and also pay 
the charges. It would be as hard to check him up as it is to check up the 
express company. 

If the express company will agree to hold and present the orders, I 
suggest that you have printed a blank order on the office requesting it to 
pay——dollars for——packages received this day, to be signed 
by the receiving clerk and given to the express company. These orders 
must be attached to the monthly bill of the express company. Each day 
being correct the total must also be correct. 


Wronc Postinc or a Correct ENTRY 


Editor, Students’ Department: 

Sr: In Montgomery, we note in regard | to errors of principle that 
“the most common error is to debit an asset instead of an expense ac- 
count.” If an error occurs in the posting of a correctly stated journal 
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entry, is such an error one of principle or merely a clerical error? For 
instance, the following journal entry: 


soca on eke pease awawenene de $100.00 

ee a re $100.00 
is debited to plant (asset account). To which class of errors does the 
above belong? Yours truly, G. E. H. 


Pittsburgh, Pennsylvania. 


I should say that the wrong posting of a correct entry was a clerical 
error, and not an error of principle. The latter must be an intentional or 
ignorant violation of some accounting principle. The entry being correct 
there was no intention to deceive, therefore the wrong statement results 
purely from the error in posting, not from any error in the entry itself. 

It is allowable to correct such an error by erasure. Red lines can be 
drawn through the item in plant account, and the item can then be posted 
to plant expense. A journal entry is not necessary. 


MakInG Goop Previous Losses or CAPITAL 


Editor, Students’ Department: 

Sir: As a bookkeeping student I desire to ask a question relating to a 
condition that has come up in my own work as follows: 

The stock of bank 1 is supposed to be worth $160.00 per share, and this 
is borne out in financial statements. But there is a lot of worthless securi- 
ties carried on books at a given value to make the above showing, whereas, 
if these securities were carried at actual value, the condition of the bank 
would not show up so well. 

Bank 2 decides to buy up the stock of bank 1 and, after investigating, 
it buys practically all the stock at $131.00 per share. Then barik 2 liqui- 
dates, and officers take over bank 1 and the securities including the stock 
of bank 1 are transferred to the books of bank 1. For about five days 
bank 1 owned its own stock which was transferred from bank 2 at $131.00 
per share. Now bank 1 sells or lets this stock out to desirable persons 
at $160.00 per share. A few stockholders whose stock was not purchased 
at $131.00 put up with bank 1 the additional $29.00 per share. There were 
500 shares and this action was taken to keep the stock at $160.00 per share. 
The worthless securities above-mentioned were depreciated, making the 
stock worth about $131.00 per share, and the above ‘action was taken to 
maintain the value at $160.00. The difference, $29.00 x 500 shares was 
carried to surplus to offset an amount taken out to offset the depreciation 
on the securities. 

It appears to me that the difference between the $131.00 per share, the 
cost price, and $160.00 per share, the selling price, is the profit, but the 
officials of the bank maintain that it is not, as the action was taken to 
keep up the surplus at the usual amount and to make the stock worth 
$160.00. I cannot grasp their idea, and they propose to fight my idea. 

Will you please help me? I can’t see it but one way. Hope I have 
given you sufficient information to enable you to answer. 

Yours very truly, 
M. F. 

It cannot be possible that you have stated your bank problem correctly. 
You fall into the common error of confusing the bank with its stock- 
holders. 

When bank 2 bought the stock of bank 1, it bought it from the stock- 
holders. What price was paid is entirely immaterial. The general books 
of account of bank 1 are not in the slightest degree affected, the only 
changes being on the stock ledger, where the stock is always treated at 


par, if any value is expressed. 
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When bank 2 liquidated, the process would consist of the collection 
or sale of its assets and the distribution of the proceeds among its own 
stockholders. Bank 1 would have nothing to do with the transaction, 
except to transfer its stock to the persons to whom bank 2 sold it. It 
would be impossible to transfer the securities, including the stock of bank 
1 to the books of bank 1, unless bank 1 bought the net assets of bank 2, 
which is not part of the problem as stated by you. 

Assuming that bank 1 did buy the net assets of bank 2, the proper 
procedure on the part of bank 1 would be to write down its surplus to 
$31.00 per share. As there were 500 shares, it should make a journal 
entry: 

DE ksccdctnaniintesnbeieseueens $14,500.00 
to over-valued assets detailed.. 14,500.00 


each over-valued asset being credited with the proper amount to bring it 
to its real value. 

The book value of the stock is now $131.00 and the purchase of the 
stock held by bank 2 represents neither a profit nor a loss. 

The stockholders whose stock was not bought now pay in $29.00 per 
share to bring their stock to $160.00 and the new stockholders pay in 
$160 per share, which means that they pay $131.00 for the actual value 
of the stock and then they also contribute $29.00 per share to bring the 
stock to $160.00. A total of $14,500.00 is therefore credited to surplus 
and charged to cash. 

This $14,500.00, although credited to surplus, is seen by this state- 
ment of the case to be a contribution to capital, and not to be a 
profit. The surplus and undivided profits of a bank, or of any other 
corporation, are really additional capital. In a partnership they would 
be added to the capital account at once. The fact that the capital stock 
of a corporation is a fixed quantity does not change the principle that 
profits left in the business are a part of the capital. 

Bank 1 had impaired its total capital $14,500.00. Its stockholders, new 
and old, contributed cash enough to bring the capital back to its previous 
figure. It was a donation and not a profit. 


Bonus Stock 


Editor, Students’ Department: 

Sir: I was much interested in the article Unpaid Capital Stock by 
Joseph Robinson in the April number of THE JoURNAL oF ACCOUNTANCY. 

My attention was directed to his statement that “Discount on stock 
should never be shown on the asset side of a balance-sheet. It can never 
be an asset or a deferred charge.” 

Although I can readily see the logic of his statement I am at a loss to 
understand how I can present our problem differently, and I would ap- 
preciate an explanation of just how it should be done. 

This is my problem. We are authorized by the state to sell our stock 
at par value $100.00 and with every four shares of preferred stock, which 
we sell at par, we are permitted to give a 25% bonus, that is, one share 
of common stock free. 

Now I have been showing this stock bonus as a deferred asset on the 
balance-sheet. I cannot deduct this from capitalization as I deduct from 
capitalization preferred and common stock as subscribed. If I do so I 
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am on that account entering this common stock bonus twice on the lia- 
bility side of the balance-sheet. 

Should I keep carrying this as a deferred asset to be charged against 
profits annually? Mr. Robinson suggests that this can be handled not by 
a charge against profit, but as a retention of profits in the business. How 
would this affect its appearance on the balance-sheet ? 

I shall be truly grateful if you give me a solution as to how I should 
handle this. f 

Very truly yours, 
H. A. L 


Akron, Ohio. 


I cannot see that there is any material difference between discount on 
stock and discount on bonds, except that as the bonds have a definite life, 
the discount on them must be taken up in a specified time. 

As stock certificates are issued for the par of the stock, whether that 
stock has been paid in full or in part only, and even when given away as 
a bonus, I do not see how we can avoid carrying the capital stock account 
at par. As I understand it, in case of liquidation of the company, each 
share of bonus stock would rank equally with all the other shares of the 
same class of stock. This would seem to necessitate an equal expression 
of value on the books. If this is the case I do not see what disposition 
can be made of discount except to carry it as a deferred charge. 

If all the common stock is given away as a bonus, as is sometimes 
done, Mr. Robinson’s balance-sheet would show no common stock out- 
standing, if he deducted the bonus stock from the total issue. - 

I think your treatment of the given away stock is correct, if you call 
it bonus stock and not discount on stock. Stock absolutely given away 
is not sold at a discount. 


INCREASE IN MARKET PRICE oF FIxepD ASSETS 


Editor, Students’ Department: 
Sir: The company with which I am connected is having an appraisal ‘ 
made of its buildings and equipment. In 1916 the plant was first ap- 
praised and the new values set up on ¢ ‘ooks. It is now proposed to 
change these values, and the same bu.. ngs and equipment will pre- , 
sumably be considerably increased in value. A debit will be made to 
plant and equipment account, and a credit to a special surplus or, what is 
more probable, to the regular surplus account will also be made. I have 
argued against changing our present values of buildings and equipment, 
as it does not seem to me to be good accounting. Our plant is nighly 
specialized and could hardly be used for any other purpose. 
It is my contention that plant and equipment in all cases should be 
maintained at cost and, aside from the recognized depreciation, should not 
be affected by other considerations such as the present unusual cost of 
reproduction. Any improvement in location such as brought about by 
the building of a railroad near the plant will be shown in increased profits, 
presumably. 
I should like very much to know if there is any settled opinion on this 
int of handling appreciation of fixed assets of manufacturing plants. 
P should greatly appreciate anything you may say that will set me right if 
I have gone astray in my reasoning. 


a, 


Very truly yours, 
_% 3 Aig 
Niagara Falls, New York. 
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There is no point in accounting upon which there is more settled 
opinion than that an unrealized appreciation of fixed assets should not 
be taken into account. 

The fact that market increases in the cost of reproduction seem to 
indicate an increased value of an asset does not make the asset of any 
greater value to the manufacturing plant, because of the fact that it is a 
fixed asset, not a current one. The value of a manufacturing plant lies 
in its productive power, not in its market value. If the plant were to be 
sold, the profit might be realized, but as long as the plant is to be re- 
tained for productive purposes, the profit cannot be realized. In any 
event it could be realized only by a sale and not by a mere fluctuation. If 
the appreciation is taken into account, it means that the asset account will 
be increased and hence a larger amount of depreciation will necessarily 
be written off in order to reduce the asset to scrap value at the time 
when it will have to be discarded. In the long run, therefore, no ad- 
vantage will be gained because of the fact that the credit passed to sur- 
plus at the time the appreciation is put on the books will be offset by the 
larger charges to manufacturing cost on account of depreciation and the 
consequent reduction in the apparent profits from operations. Hence 
at the very best, the writing up of a fixed asset is merely an anticipation 
of operating profits, and at the worst it is an anticipation of profits which 
may prove to be fictitious ones. There are many cases on record where 
property has risen in value on the market and been written up, only to 
decline again and have to be written down. If the credit to surplus of 
such increases in value is used as a basis of a dividend, there is no better 
established point in legal accounting than the rule that the directors would 
be liable for the payment of dividends out of surplus which really re- 
sulted in an impairment of the capital. 

As a sop to the managers who insist upon placing the appreciated 
value on the books, some accountants allow the increase to be placed in 
the asset account but to be offset by a credit to a reserve for unrealized 
profit on appreciation of fixed assets. This reserve must be rigorously 
kept out of the surplus. The depreciation reserve can then be built up 
by the same additions that have heretofore been made, so that when the 
asset is discarded, the sum of the depreciation reserve and the reserve 
for unrealized profit on fluctuation of fixed assets will be sufficient to 
take care of the loss in capital incident to the discarding of the plant. 


INTEREST ON DEFERRED PURCHASE PRICE 


Editor, Students’ Department: 


Sir: If the following questions possess sufficient merit, I would like 
to see them discussed in THE JoURNAL OF ACCOUNTANCY: 

B, reorganized company, takes over from A, a dissolving company, 
among other assets, $25,000.00 par value preferred stock of company C. 
Further, B gives notes in the amount of $75,000.00 for a par equivalent 
of the same stock, which is immediately put in escrow as collateral 
against a licensed agreement entered into with C. 

The notes are payable in the amount of $5,000.00 a month and when 
paid, the stock certificates are to be delivered by the escrow agent as and 
when canceled notes are presented by B. 
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C is a company capitalized at $350,000.00, organized for the purpose of 
receiving the royalty to be paid by B on the licensed agreement referred 
to. The notes payable referred to carry interest at 6%, which begins to 
run a little less than two months prior to the date of reorganization, and 
which must, of course, be paid on each note at maturity before can- 
cellation. 

How should such interest be treated in the accounts? Are we entitled 
to ry any interest to the original investment account charge of $100,- 


If so, shall the addition be of the interest as paid or as accrued? 

Is such interest a charge against profit and loss as a cost of having 
and retaining control of so many shares of stock, and the attendant right 
of receiving dividends thereon? 

What bearing, if any, would such interest have as earnings of C out 
of which C can declare dividends, a portion of which would accordingly 
come back to B as income? 

Could such interest be considered as a deferred charge analogous to 
stock discount on stock sold, and as such to be written off over an agreed 
period of time? 

Could it be considered as a deferred charge which could be written 
. ~ Aga account, as soon as all the payments had been com- 
pleted: 

Could the entire amount of interest to be paid be considered a part 
of the purchase price of the stock and be charged to the investment 
account immediately, provided the corresponding accrual was set up on 
the books? 

Assuming that an additional $100,000.00 of the same stock was pur- 
chased by B, payable in monthly instalments of $5,000.00 each, covered 
by notes payable as in the preceding case, charging the same rate of 
interest, how should it be shown in the balance-sheet and how should the 
income be taken up? 

A discussion of the points raised will be highly appreciated by 

Yours truly, 
G. McA. 


The interest is undoubtedly a financial expense. It is not an operating 
expense, because it is not essential to the conduct of the business. 

No interest can be added to the investment account of $100,000 either 
when accrued or paid. There is always a strong inclination on the part 
of the managers of a business to capitalize interest on deferred purchase 
obligations, whether for investment securities as in this case, in the case 
of partial payments on Liberty loan bonds, or on machinery or other 
fixed assets bought on the instalment plan. An analysis of the conditions 
will show why it is wrong to take such a position. 

In its essential features the stock transaction is that B bought from A 
$25,000 of C’s stock, paying for it in cash or its equivalent in taking it 
over with the rest of A’s assets. Then B bought from C $75,000 more 
of the same stock, borrowing the funds with which to pay for it. The 
fact that B borrowed the money from C is not material. The effect is 
the same as if a loan had been secured from S, or from a bank, and C 
had been paid in cash. In fact, it would be the same if B had happened 
to have been temporarily in funds so that it could have paid cash to C 
and had not been obliged to borrow anything for some time, when it 
became necessary to make good its working capital. 
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The interest on the deferred payments is $3,000. To this is to be added 
nearly one per cent accrued prior to the beginning of the agreement, if 
this is what is to be understood. This will make this stock cost 165, 
while the same kind of stock bought at the same time cost only 100. 
There is nothing to justify this difference in price, except the fact that B 
did not have ready money enough to pay cash for the stock. 

Any argument that would seek to justify the charge of this interest 
to the investment account would apply with equal force to the payment of 
interest on a note given for raw material or other merchandise. 

The interest could not be considered as a deferred charge analogous 
to discount on stock sold, because the analogy does not exist. If the 
business of B were such that it took some time to establish it on a pay- 
ing basis, part of the expense of establishing it might be carried over as 
re-organization expense, and this interest might be included in the amount, 
on the ground that the possession of the C stock would benefit future 
operations and therefore that the future should pay the expense of carrying 
it. This does not change its character as a financial expense—it merely 
defers it. 

The interest is a legitimate earning for C and is credited to its interest 
account, in exactly the same way as would be any interest charged on the 
notes receivable given to it by ordinary customers. 

On the balance-sheet of B, this stock would appear in the classifica- 
tion “investments” among the assets for its par value. The unpaid in- 
stalment notes may appear as a liability as “purchase money obligations on 
C stock,” or as a deduction from the asset, with the net amount carried 
out as the equity in the stock. The latter would be the preferable treat- 
ment. The interest accrued to date on the unpaid notes would appear 
as an accrued account payable, having been charged to interest. If an 
additional $100,000 of the stock was bought on the instalment plan, it 
would be treated in the same way. 


VoucHErRS: DISTRIBUTION OF EXPENSES 
Editor, Students’ Department: 


Sir: Your valued opinion on the following points would be greatly 
appreciated. 

1. What vouchers should an auditor call for in the case of securities 
bought and sold? 

In examining purchase invoices, it frequently happens that some 
are dated some months prior to the period under audit. What steps 
should the auditor take to ensure that such invoices are not put through 
twice! 

3. The expenses of a manufacturing business are usually classified 
under manufacturing, selling and administrative. Under which classifica- 
tion do the following belong: (a) containers, i. e., the box containing a 
dozen bars of soap, the packing case for a piano, etc., (b) freight out- 
wards, shipping and delivery expenses? 

4. What is the correct method of dealing with by-products? Should 
any part of their value be deducted from the cost of manufacture of the 
principal product, and if so, how should such value be ascertained? 

Thanking you in anticipation, I am 

Yours faithfully, 


Toronto, Ontario. IGNORAMUS. 
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1. The proper voucher for purchase or sale of securities would be 
the statement rendered by the broker. 

2. The date of a purchase invoice should correspond with the date 
of its entry on the books. To avoid passing the same invoice twice an 
auditor must mark each one as he checks it. To avoid passing a duplicate 
of an invoice already paid, the auditor should require that each invoice 
be accompanied with evidence of the receipt of the goods. Absence of this 
evidence should cause him to reject the invoice. 

3. Containers that are necessary to hold the goods when delivered 
to the customer are a manufacturing expense; others are a selling 
expense. For example, the tin cans for salmon are a manufacturing cost, 
but the wooden cases in which they are shipped are a selling expense. 

Freight outwards, shipping and delivery are all selling expenses. 

4. By-products should be credited to the cost of manufacturing the 
main product, being a saving of part of the cost of material. After being 
charged with the cost of selling them they should be credited to the 
manufacturing account at the net price realized. The principle is the 
same as that which governs the sale of scrap. 
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Shortage of Accountants 


Editor, The Journal of Accountancy: 

Sir: I send you herewith copy of an article which appeared in an 
accounting periodical in Glasgow, Scotland. This article may be of interest 
to the professional accountants on this side, as it demonstrates how essen- 


tial they are to the country at this particular period. 
Yours very truly, 
D. HuMPRRIES. 


New York. 


To the Editor of the Daily Telegraph: 

Sir: It is admitted by everyone who knows the circumstances that at 
the present time there is almost a famine of qualified accountants, and 
it is needless to labor this fact in the face of the revelations exposed 
lately in ministry of munitions, and so short is the country of accountants 
it has been necessary to recall as many as possible from the combatant 
ranks, and also to obtain help from abroad; while there are also special 
instructions issued to tribunals with regard to their indispensability and 
exemption. The consequence is that many young and healthy men of 
military age have of necessity been kept out of the fighting ranks. I do 
not for a moment question the wisdom of this step, for if there is to be 
any proper control of the enormous expenditure now going on it can only 
be checked by those qualified to deal with it. What I desire to suggest 
is that the government should take steps to try and remedy this shortage 
by offering special facilities and opportunities to wounded soldiers and 
other suitable candidates to acquire this special knowledge by means of 
training schools under the administration of qualified accountants. I 
would particularly emphasize the opportunity that would thus be offered 
to wounded soldiers with an aptitude for figures of acquiring a profession 
of great value to them after the war. In the training I suggest, frequent 
examinations should be held, to test the progress of the candidates, and 
if a candidate is found wanting in the necessary aptitude he should not 
be retained. 

Trained accountants will be required just as much to clear up the after- 
math of the war as now, while, with the expansion of trade which is to be 
expected when the war is over, the opportunities for employment should 
be much increased. It will be argued by the “trade unions” in the account- 
ancy profession that it is impossible to make a qualified accountant without 
years of training and experience, but the war has shown the fallacy of 
most preconceived ideas—gunners and air-men can now be trained in a few 
months, and even cabinet ministers have risen from obscurity in the course 
of a year or so. Therefore, why cannot qualified accountants be made 
within a reasonable time, given the opportunity of training? 

Yours faithfully, 
G. BetreswortH-Picootr, 


Deputy-Chairman, Appeal Tribunal, House of Commons. 
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Interest and Cost 
Editor, The Journal of Accountancy: 

Srr: In the matter of charging interest as an item of manufacturing 
cost, it appears to the writer that the proposition is indefensible even for 
comparative purposes. 

In order to have a basis of understanding, we state that we understand 
cost, in this instance, to be the necessary elements in the proper fixing of 
the price of an article. 


We contend that rent and interest are the result of high prices and not 
the cause of them. 

In considering the three elements of cost, namely: land, labor and 
capital, it seems manifest that any plurality of ownership of either land 
or capital should not add to the cost of production. Labor does not 
seem to enter into the discussion directly at this time. 

It may be remembered that one of the speakers at the convention of 
the American Institute of Accountants, mentioned that a machine repre- 
sented labor, compressed as it were, in inanimate form, and the writer 
understood that the idea was that the capital value of the machine must 
be supported just as a laborer must be. 

Leaving the moral status of labor out of the question, is not the 
capital value duly supported in the upkeep charges and amortization 
provision? We think the aim of all accounting is to that effect, and that 
is distinct from interest on the amount invested in the machine. 

Will not the segregation of capital into departmental divisions show 
by means of the return thereon the true condition of the investment 
better without the intervention of interest than with it? 

Will not investment more likely seek its proper level without the 
interference of arbitrary interest charges, which, when not the result of 
actual transactions, have little effect on the market? When they are the 
result of bona fide borrow and lend dealings, the rates then obtaining 
would not be the same as those in the event of a wider use of borrowed 
capital, indicated but not actually invested, in the case where interest is 
added to departmental capital. 

The greatest difficulty, however, in the matter of including interest as 
an element of cost seems to us to be that of the tendency of the practice 
unduly to increase price, for if interest is added as an element of cost 
and then overhead ranging according to experience (but say 33 1/3% as 
another item of cost) it means that interest calculated at 6% would thus 
figure 8% after such addition was made. 

This fallacy seems generally understood in practice, as sales man- 
agers in quoting prices including these charges have stated that allow- 
ances were made to customers repeatedly, under the plea that additions 
to price on account of interest charges were consistently waived in the 
event of question of price, on the assumption that they represented 


“gravy ” 
As one of the speakers asked at the annual meeting, if interest were 
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excluded from the balance-sheet statements, might it not properly figure 
for comparative purposes in the departmental records? 

If it be excluded from the balance-sheet as a matter of principle, can 
it without a violation of principle be included in departmental records? 

Of course where interest is actually paid it must show as a deduction 
from capital share earnings, but on this point we all seem agreed. 

Interest seems unquestionably a charge for the use of capital and 
given the same directive force, in our opinion, it makes no difference so 
far as its operating force goes whether A or B or A and B or A, B, C, 
etc., own the capital invested in the oueration. 

To sum up: land, labor and capital enter into the production of com- 
modities and it would seem to us that what is taken from each one by 
use, together with the expense of restoring the portion taken, must be 
paid by the product. 

Labor by special agreement, which should be entirely free and of 
moral worth, may waive some future for an immediate benefit and take a 
set wage for its share and may thus be eliminated, leaving the other por- 
tion of the product to be divided, let us say, among the owners of the 
capital represented by the improvements in the land as well as any other 
investments involved in the production. 

As the return or profit is not determinable until the disposition of the 
production is made, the distribution usually accompanies such disposi- 
tion unless the investors agree, just as laborers may do, to a different 
order based on mutual considerations. 

It would seem to us, however, that if the manufacture of the product 
itself is departmentalized and the capital invested in each division duly 
segregated, the rate of return would be reflected by the income from the 
product and be absolute. If the capital involved be figured at an arbitrary 
interest charge surely it would seem to be entitled to the same as income— 
and the two would “wash.” 

In conclusion it might not be inappropriate to quote from Clarence 
Bertrand Thompson’s Scientific Management, Harvard University Press, 
1914, (Harvard Business Studies), page 481: 


“You may have noticed that interest is not included in this analysis of 
costs. Raising this question will throw any convention of account- 
ants into debate in a minute. I feel, however, that there is no more 
reason for including interest in cost than for including profits. 

“If you put your money into business instead of loaning it out, your 
interest becomes profit. If you have to borrow part of the money to 
carry on your business, the interest that you pay the other fellow is part 
of the profits that you lose to him. Interest, like profits or dividends on 
capital stock, is merely a share of the net surplus after all bills are paid. 
This reasoning applies as well to a factory as it does to a store.” 


We also quote Garcke and Fells in Factory Accounts, published by 
Crosby Lockwood & Son, London, in 1889, who say inter alia on page 74: 


“Interest on capital should not, however, in any case form part of the 
cost of production.” 


And on page 14 of the same work, speaking of prime cost it is stated: 


“In no case should it comprise interest on capital or profit.” 
(This as we understand it identifies interest immediately with profit.) 
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It would therefore seem that man and the other forces of nature co- 
operate in the matter of production, and the charges for the accomplish- 
ment of the changes in form necessary to obtain the sought-for produc- 
tion determine the cost of the process of transformation. For the pur- 
poses of accounting it seems that terminology defines cost as everything 
but the return of income on the capital, which is interest or profit if 
positive, or deficit or loss if negative. The business takes the chance 
of success or failure. Thus to include interest as cost seems to subvert 
the whole theory of interest. 

Yours truly, 
Henry C. MAceE. 





Olaf A. Mann 


We announce with regret the death of Olaf A. Mann, whose article, 
Working Capital for Rate-making Purposes, appears elsewhere in this 
magazine. Mr. Mann had been a contributor to THE JoURNAL OF ACCOUNT- 
Ancy for several years. He had occupied many positions of an accounting 
nature in the services of large corporations. Mr. Mann wrote many 
articles on accountancy, and was a lecturer on public utility accounting 
at the New York university. 





Society of Louisiana Certified Public Accountants 


At a meeting of the Society of Louisiana Certified Public Accountants, 
the following officers were elected to serve for the ensuing year: 

Geo. A. Treadwell, president; H. J. Jumonville, vice-president; A. J. 
Derbes, secretary; J. K. Byrne, treasurer. 

Elkin Moses was elected as the fifth member of the executive com- 
mittee. 





Geo. A. Savage & Co. and Baker, Birnie & Co. announce that they 
have formed a partnership under the name of Savage, Baker, Birnie & 
Co., and will continue the practice of their profession at suite 90-91-92 
Commercial Union building, Montreal, Canada. 





The partnership heretofore existing between Deloitte, Plender, Griffiths 
& Co. and James P. McGregor in Chicago was dissolved by effluxion 
of time September 30, 1918. Mr. McGregor announces that he has been 
admitted a partner in the firm of Arthur Young & Co. 





J. D. Cloud & Co. announce the removal of their offices from First 
National Bank building to 805 Traction building, Cincinnati, Ohio. 





